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WELCOME, VOLUNTEERS!

Through the assistance of trained volunteers from the Volunteer Income Tax Assistance (VITA) and Tax
Counseling for the Elderly (TCE) programs, the Internal Revenue Service is able to offer free tax help to
low to moderate-income taxpayers. As a volunteer, you will help prepare tax returns for a taxpayer
segment which often includes seniors, disabled, and non-English speaking people and others who cannot
afford professional tax assistance.

This publication will help you to acquire the skills to prepare basic tax returns. There are two tracks to
certification — the Wage Earner and the Pension Earner. The Wage Earner track covers issues working
individuals and families customarily face. The Pension Earner track contains more complex issues, those
generally encountered by retired people and senior citizens. These tracks allow instructors to train
volunteers in specific tax issues encountered at the volunteer sites. For instance, a TCE class might
certify their volunteers on the Pension Earner track that does not include training on the Earned Income
Tax Credit (EITC). If the instructor or the site coordinator anticipates that taxpayers coming into the site
will be eligible for the EITC, he/she can also teach, test, and certify volunteers on the EITC chapter, a
portion of the Wage Earner track.

IRS e-file. After completing this class on basic tax law, | urge you to learn how to electronically file (e-file)
the returns you prepare. Electronic filing (e-filing) uses automation to quickly check for errors or missing
information. Consequently, e-filed returns have a higher accuracy rate than paper prepared returns.
Taxpayers who have their returns filed electronically receive their refunds in less than half the time paper
filers do and, with Direct Deposit, in as few as 10 days. Ask your instructor or site coordinator for
information on our electronic filing classes.

Comments and recommendations. | welcome your comments and recommendations about our training
material. Your instructor or site coordinator can take your suggestions or you can write to us at the
following address:

Internal Revenue Service

Stakeholder Partnerships, Education and Communication
W:CAR:SPEC:PPD:E, Stop 45-WI

401 W. Peachtree Street, NW

Atlanta, GA 30308

| thank you in advance for your willingness to volunteer your own time to provide this much needed
service to your neighbors and your community.

Sincerely,

T ek £ /PWX

Mark E. Pursley
Director, Stakeholder Partnerships,
Education and Communication



Important Changes and Reminders for 2002

Exemption amount increased. The amount you can deduct for each exemption has increased
from $2,900 to $3,000.

Standard deduction amount increased. Your standard deduction if you do not itemize deduc-
tions on Schedule A (Form 1040) is higher in 2002 than it was in 2001. The amount depends
on your filing status.

Student loan interest deduction increased. The maximum amount of interest you can deduct
on a qualified student loan is $2,500.

Standard mileage rate. The standard mileage rate for the cost of operating a car is 36.5 cents
a mile for all business miles driven.

Kidnapped children. Parents of a child who has been kidnapped by someone who is not a fam-
ily member may be able to take the child into account in determining

* Head of household or qualifying widow(er) wih dependent child filing status,
* An exemption for the child,

e The child tax credit, and

* The earned income credit.

For more information, see Publication 501, Exemptions, Standard Deduction, and Filing
Information.

Restitution payments to holocaust victims exempt from income. Holocaust victims, their
heirs or estates can exclude from income certain restitution payments received on or after
January 1, 2000.

Education IRAs renamed Coverdell ESAs. Education individual retirement accounts (edu-
cation IRAs) have been renamed Coverdell education savings accounts.

Tuition and fees. Beginning in 2002, taxpayers can deduct an amount equal to the qualified
tuition and related expenses paid during the tax year as an adjustment to income. The adjust-
ment is reported on Form 1040, line 26 or Form 1040A, line 19.

Educator expenses. Eligible educators can deduct as an adjustment to income up to $250 in
qualified expenses. These expenses are deductible even if he or she does not itemize deduc-
tions on Schedule A (Form 1040). This adjustment is for expenses paid or incurred in the years
beginnning during 2002 or 2003. Previously these expenses were deductible only as a miscel-
laneous itemized deduction subject to the 2% of adjusted gross income limit. The adjustment
is reported on Form 1040A line 16 or Form 1040 line 23.

Earned income credit. Beginning in tax year 2002, some of the rules and qualifications for
EIC changed. New rules and/or qualifications apply to earned income, modified adjusted gross
income, taxpayers with the same qualifying child and a new definition of foster child.
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The tie breaking rules for purposes of the earned income credit provided that if the parents do
not file a joint return together, the child will be the qualifying child of the parent the child lived
with for the longest period of time during the year, or if the child lived with both parents for an
equal amount of time during the year, that child is the qualifying child or the parent with the
highest adjusted gross income.

Retirement savings contributions credit. Beginning in 2002, if the taxpayer contributes to a
retirement plan or an IRA, he or she may be eligible for the saver’s credit. This is a nonrefundable
credit. The taxpayer’s filing status adjusted gross income, credit rate and the qualified contri-
butions determine the amount of the credit. IRA deductions increase from $2,500 to $3,000 (to
$3,500 if 55 or older).

Medical expenses. Certain weight loss programs to treat diseases diagnosed by physicians includ-
ing obesity are deductible as an itemized deduction reportable on Schedule A. Additionally, the
costs of purchasing diet food items are also considered allowable medical expenses.

Coverdell ESAs. Beginning in 2002, taxpayers can receive tax-free distributions from Coverdell
ESAs to pay for postsecondary education and public, private and religious elementary and sec-
ondary schools.

IMPORTANT NOTE

Bring your Social Security Card(s) with you
next year.

The Internal Revenue Service verifies all of the names and social secu-
rity numbers listed on your return with records from the Social Security
Administration. If the name and the number that you list on your return do
not match the Social Security Administration records, your return may be
delayed. Allowing us to view the social security card helps us ensure
that the name and number entered on your return are correct. If you do
not have a social security card, please request one from the Social
Security Administration before seeking assistance with your taxes.

Important
Changes



INTRODUCTION AND

ADMINISTRATIVE GUIDELINES

VoLunTeer TRAINING

Welcome to the Internal Revenue Service’s (IRS) Volunteer
Income Tax Assistance (VITA) and Tax Counseling for the
Elderly (TCE) programs! These volunteer programs are very
important to the IRS. As an IRS volunteer you provide a
tremendous service to the American public and to your commu-
nity. You are about to embark on a very challenging and reward-
ing task as an important player in tax administration.

Every year thousands of volunteers assist millions of taxpayers
with their federal return. The people receiving your assistance
need it the most. They are those with limited incomes, individu-
als with disabilities, non-English speaking, and the seniors.
Thank you for your hard work and dedication!

This section highlights important changes to the VITA and TCE
programs.

VITA/TCE overprint: As of October 1, 2002, you no longer
have the responsibilities of reporting statistics using Form
6522. We will capture all of our statistics from internal reports.
Each paper or electronically filed return should be identified
with the appropriate “VITA or TCE” acronym. This will ensure
that all volunteer prepared returns are correctly counted once
received by the Internal Revenue Service.

Social Security Cards: One of the primary reasons for the
rejection of a return or a delay in processing a return is an
incorrect SSN. It is important, therefore, that you check the
accuracy of each SSN, as well as the spelling of the name associ-
ated with the number.

e-file: Each year the IRS contracts with a software developer to
provide tax return preparation software. All returns prepared
using the software should be electronically filed. The only excep-
tion is when a return is filed electronically with the IRS and
you experience unworkable rejects.

ScoPE AND SEQUENCE

We have re-organized this training manual. The new organiza-
tion will help to better train you to assist the taxpayers you see
day to day. Most taxpayers are either wage earners or pension
earners. Therefore, we have organized this training material in
three modules: basic, wage earner, and pension earner. There
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are instances where a site serves both wage earners and pen-
sion earners. Your instructor has worked closely with the coordi-
nator(s) at the site where you will assist taxpayers to determine
which lessons you should learn.

Basic Module
All volunteers must complete the following lessons:

Lesson 1—Introduction

Lesson 2—Getting Started

Lesson 3—Income

Lesson 4—Adjustments

Lesson 5—Standard Deduction and Itemized Deductions

Lesson 6—Credit for Qualified Retirement Savings
Contributions, Mortgage Interest, and Foreign Tax
Credit.

Lesson 7—Finishing the Return

Wage Earner Module
Volunteers who will be assisting wage earners need to complete
the following lessons:

Lesson 8—Credit for Child and Dependent Care
Lesson 9—Education Credits
Lesson 10—Earned Income Tax Credit

Lesson 11— Child Tax Credit

Pension Earner Module
Volunteers who will be assisting pension earners are required to
complete the following lessons.

Lesson 12—Sale of Stock

Lesson 13—Sale of Home

Lesson 14—Pensions

Lesson 15—Credit for Elderly or Disabled

Those who are taking this training with the expectation of
becoming instructors themselves must learn all lessons.

The sequence of lessons generally follows the order of topics on
the tax returns which you will complete at the volunteer site. In
a few instances, this does not parallel the order of the tax form
itself. For example, while the entity section (taxpayer’s name,
address, and social security number) appears first on the form,
it is covered in the lesson on finishing the return since it is one
of the last things to do when completing the return. (Have you
ever tried to peel off one of the stick-on labels after you have
found an error on the return?)

It is very important for you to assist only with returns and sup-
porting schedules and forms for which you have been trained.
If you go beyond your training, you risk making errors and
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causing difficulties for those you wish to help. Refer taxpayers
with difficult returns, or with portions of returns that are
beyond the scope of your training to a paid professional tax pre-
parer.

There are separate training materials available for the follow-
ing categories of taxpayers:

Publication 678FS—Foreign Students and Scholars
Publication 678IN—U.S. Citizens and Residents Abroad
Publication 678M—Military Issues

Publication 678PR—Tax Issues for Puerto Rico

As a volunteer, you are not allowed to charge for your services.
This includes taxpayer return preparation advice and return
preparation. You may at times need to remind taxpayers that
the assistance that you are providing is FREE. Do not solicit or
accept donations on behalf of the VITA or TCE sponsor, or any
other individual or organization, while providing assistance in
this program.

Assisting taxpayers includes helping to make sure they are
aware of their rights. Publication 1, Your Rights as a Taxpayer,
is available free, from the IRS. Taxpayers can help ensure that
they receive fair treatment in tax matters when they are aware
of their rights.

Testing
All volunteers must take the applicable test to show that they
can complete returns accurately. You may use this text and all
reference materials to complete the test. Volunteers who do not
pass the test may take the appropriate retest. Instructions on
taking and grading the test are in the Test and Retest Booklets.

Proof Copies of Forms
Forms imprinted with “draft” were current as of the date this
publication was sent to print. Final forms may have supplemen-
tal changes. Be sure to compare the final forms with those
in this publication and The Tax Forms Booklet Appendix,
which was part of the Publication 678 Package, before
helping taxpayers with their returns.

Exercises and Exhibits
It is important that you take the time to complete the exercises
to achieve the objectives in each lesson. Studies have shown
that long-term retention of information increases dramatically
if you put pencil to paper in responding to questions and prob-
lems. The Volunteer Assistor’s Guide is your learning tool and
you may mark it up in any way you wish.

Introduction and
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Each exercise is separated from the rest of the text by a border
design. Write out your answer to each exercise, and then check
it immediately against the answer provided. If your answer is
different, work the problem again. If you need additional rein-
forcement, review any parts of the text that apply.

The exercises are designed to give you practice, to emphasize
what we think is important, and to help you complete your
training successfully.

The coursebook contains a large number of exhibits of the vari-
ous tax forms and schedules. These exhibits are numbered
starting at the beginning of each lesson. Many of the exercises
contain exhibits of blank forms, or part of the form, that you
must complete.

Lesson Features

Introduction

There is a brief Introduction to each lesson. This will give you
an overview of the topic to be covered, as well as an idea of how
you will most likely be asked to apply the information when
helping taxpayers.

Objectives

At the start of each lesson, there is a list of Objectives that
clearly define the key points for mastery of the topic. They not
only help you focus your reading, but also help you check for
understanding.

“Summing Up This Lesson”
This boxed feature appears at the end of each lesson. It provides
you with a summary of the main points covered in the lesson.
Used together, the lesson summaries provide a comprehensive
overview of the course content.

Sidebar Features
Sidebar features appear in the outer margins (left and right) of
the text. These boxed features emphasize important points pre-
sented in the lesson, or provide additional, related information.
Person-to-Person highlights opportunities for taxpayers.
Tax Tips provide special tax information, such as exceptions to
rules, infrequent but important considerations, or special tax
cases. Potential Pitfalls point out commonly made errors and
indicate ways to avoid these errors. Common Queries identify
questions and issues that taxpayers often have, and help you
respond to their concerns. Special Populations provides infor-
mation pertaining to certain types of taxpayers, such as seniors,
the non-English speaking, or the military. Alert! identifies
pending legislation, tax law changes, or tax forms changes that
were expected, but not enacted or in final form when this publi-
cation went to print. As a volunteer please confirm that you

Introduction and have the latest information on the tax law and forms before
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CoNFIDENTIALITY AND INTEGRITY

Taxpayers come to you for help. To provide appropriate assistance,
you will be asking very personal questions about the taxpayers
and their families, their sources of income, and their expenses.
Taxpayers will give this information only if they trust and have
confidence in you. To maintain the taxpayer’s trust and confi-
dence, DO NOT disclose any personal tax information you
learn as a result of the assistance you provide.

Taxpayers can be amazingly frank about their personal lives.
When taxpayers share extremely personal information with
you, this creates a responsibility for you not to discuss the infor-
mation with other taxpayers or fellow volunteers. Never use a
taxpayer’s name in the presence of other taxpayers.

However, volunteers may discuss tax situations with other
taxpayers and volunteers. For example, a volunteer may refer
to a situation (not a taxpayer) and ask or give advice about the
appropriate tax treatment for that specific situation.

The VITA and TCE Programs offer free tax assistance. You can-
not accept payment nor any type of gratuity for preparing a fed-
eral tax return or for other tax-related assistance that you provide.
If you accept payment for preparing a tax return, you are con-
sidered a “paid preparer.” Paid preparers are legally liable under
federal law for the returns they prepare; volunteers are not.

An important aspect of integrity for volunteer assistors is
declining to prepare a tax return when there is a question about
the validity of the information supplied by a taxpayer. Some
individuals may attempt to defraud the government by filing
false tax returns.

Volunteers who are not comfortable with the information pro-
vided by a taxpayer because of any reason, should discuss their
concerns with their Site Coordinator or other individual in
charge of the site.

QuALITy SERVICE

The goal of the TCE and VITA Programs is to provide high qual-
ity service. The following list suggests some ways to ensure that
each return is prepared correctly:

B Use a calculator to check your math.

B Refer to your Publication 17, other IRS publications and job
aids for help with complicated topics.

B Use the checklists and worksheets provided.

B Consult with other, more experienced, volunteers.

B Call the Volunteer Hotline (described later in this lesson).

Introduction and
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Volunteer Hotline

There is a toll-free hotline available for VITA and TCE volun-
CommON teer use only. This hotline is a source of tax information for vol-
QUERIES unteers. When you use the hotline, identify yourself as a VITA
or TCE volunteer.

AT I T The hotline number is 1-800—829-8482 (829-VITA). Do not

or IRS Territory

Manager for the give this number to taxpayers. This service is generally
dates of operation available between February 1 and April 15th.

and schedule of ) )

hours for the hotline. Do not use this hotline to order forms or schedules. Instead,

contact your IRS Territory Manager.

EFrrecTive INTERVIEWING

To complete accurate returns, you must ask certain questions
about the taxpayers and their families. It is important to set the
appropriate climate to obtain this information.

It is also important to be sensitive to the needs of all taxpayers
you assist, especially those with disabilities. All references to
taxpayers with disabilities should reflect the individuality,
equality and dignity of the person.

Refrain from using such terms as “handicapped, physically or
mentally challenged, differently challenged”. It would be better
to use:

Person(s) with a disability;

Persons who are blind; persons who are visually impaired,;
Persons who are deaf; persons who are hearing impaired or
hard of hearing;

Persons who use a wheelchair;

Persons who are physically disabled; or, persons with mental
retardation.

Steps to Effective Interviewing:
1. Make necessary introductions and engage in small talk.

2. Preface what will take place during the interview.

3. Share your intentions and any hopeful results/benefits for
the taxpayer.

4. Allow the taxpayer to share any expectations, needs, and/or
concerns.

5. Respond with active listening skills.
A. Create a “safe” climate.
B. Remember your nonverbal listening clues.
C. Listen, then respond by:
1. restating,

Introduction and
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2. paraphrasing, (and/or)
3. encouraging.

6. Ask the first key tax question, creating an awareness about
why the tax information is needed.
A. Make no assumptions.
B. Ask no leading questions.
C. Ask, “What have you brought with you today?”

7. Continue to ask questions. Define any terms that may be
unfamiliar to the taxpayer.

8. Check your own comfort level.
9. Respond to any misunderstandings.
10. Continue with effective questioning and active listening.

11. Overcome any communication barriers.
A. Stay on track. (“I hear you.”/repeat question)
B. Allow adequate response time.
C. Avoid making assumptions.
D. Deal with taxpayers.
1. Silent (“Tell me more about . ..”)
2. Upset (paraphrase)
E. Concentrate.

12. Indicate the taxpayer’s next steps. Educate the taxpayer
about the VITA/TCE Programs and stress the benefits of
accurate recordkeeping.

A. Express confidence in having completed an accurate tax
return.
B. Part cordially.

WHATIF... ?

Use these questions and answers to provide quick and accurate
information to taxpayers who have administrative questions.

1. What is the CHIP Program?

The Children’s Health Insurance Program (CHIP) is designed to
help millions of children of working families obtain affordable
and much-needed health insurance. CHIP informational materi-
als are available at IRS Tax Assistance Centers and Volunteer
Income Tax Assistance (VITA) sites. CHIP information (i.e.
brochures, flyers) should be provided to VITA sites prior to the
filing season. Volunteers at VITA site locations are not expected
to answer any questions pertaining to this program, just to
make information available to taxpayers visiting their sites.
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2. How can I direct someone to their closest AARP
sponsored Tax-Aide Site?

AARP Tax-Aide operates a toll-free nationwide number to

help people find their closest Tax-Aide Site. The number is

1-888-227-7669. The information is also available on the AARP

web page. The address is www.aarp.org/taxaide.

3. What if a taxpayer or dependent does not have a social
security number?
Social security numbers are required for all taxpayers and
dependents. Taxpayers who do not have a social security num-
ber must apply for one by using Form SS-5, Application for a
Social Security Card. This form is available from the Social
Security Administration and U.S. Citizens must show proof of
age, identity, and citizenship when they apply for a social secu-
rity number. Individuals who are age 18 or older must apply at
the Social Security Administration office in person rather than
by mail.

4. What if the taxpayer needs an IRS form or publication?
Most IRS offices and many post offices and libraries have IRS
forms that taxpayers may take or photocopy. They also have the
instruction booklets for specific forms and publications. Remind
the taxpayer that forms can also be ordered by calling the IRS
on 1-800-829-3676 (1-800-TAX FORM) or from a fax machine
dial (703) 487-4160.

IRS offers tax products and information on the Internet. The
IRS Internet site provides instant access to federal income tax
forms, instructions, publications, and information on free tax
assistance programs, electronic tax filing, and more 24 hours a
day. Current and prior year federal tax products and informa-
tion are available for downloading.

By Internet:
1. World Wide Web — www.irs.gov

2. FTP — ftp.irs.ustreas.gov

3. Telnet — iris.irs.ustreas.gov

5. What if the taxpayers move?

Taxpayers should use Form 8822, Change of Address, to notify
the IRS of any change of address. If the taxpayers plan to move
after sending the return and before a refund is received, they
should notify their old post office and the IRS of their new
address. (See item #4 for information on how to order Form
8822.)

6. Which address should taxpayers use, their street
address or their post office box?

If the post office delivers mail to the post office box rather than

to a street address, enter the P.O. box number on the line for the

present home address.



7. What if the taxpayer needs a copy of a prior-year
return?
To obtain a copy of a prior-year return, taxpayers should com-
plete Form 4506, Request for Copy or Transcript of Tax Form,
and mail it, with the required fee, to the Internal Revenue ser-
vice center where the return was filed. As an alternative, a tran-
script of a prior-year return may be obtained, also using Form
4506. There is no charge for the transcript. A transcript shows
most line items from the original return, including accompany-
ing forms and schedules.

8. What if the taxpayer wants to make a voluntary con-
tribution to reduce the public debt?
Voluntary contributions to reduce the public debt should be
made payable to “Bureau of the Public Debt.” The contribution
may be sent in the tax return envelope. If the taxpayer is mak-
ing a payment of tax due, as well as a contribution, there should
be two checks or money orders in the tax-return envelope—one
to pay the tax due and one to make the voluntary contribution.
Voluntary contributions to reduce the public debt are considered
charitable contributions and may be entered as an itemized
deduction on Schedule A of Form 1040 in the year paid.

9. How long should taxpayers keep their tax returns?
Taxpayers should keep a copy of the tax return, worksheets
used, and records of all items appearing on it (such as 1099
forms) until the statute of limitations runs out for that return.
Usually, this is 3 years from the date the return was due or
filed, or 2 years from the date the tax was paid, whichever is
later. They should keep forms W-2 until the Social Security
Administration has recorded the earnings reflected on the
forms. Keep property records (including those on a home) as
long as they are needed to figure the basis of the original or
replacement property. Closing statements for a home should be
kept until the home is sold. Brokerage statements showing the
purchase price of stock should be kept until the stock is sold.
Also, contributions to nondeductible IRAs should be kept until
all IRA funds are withdrawn. Calculations determining the non-
taxable portion of pension income should be kept until all of the
pension income is taxable. For additional recordkeeping infor-
mation, see Publication 552, Recordkeeping for Individuals.

10. What is On-Line filing?

On-line filing allows a taxpayer to file their tax return from
home through an Internet Web site or third-party transmitter.
Information about filing from home is included in many com-
mercial tax preparation software packages. Also, many software
companies offer tax preparation and electronic filing software
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that can be downloaded from the Web; or they provide the
option for individuals to prepare their returns while logged on
to the Internet.

All that is needed is a personal computer (PC), software and

a modem to send the return data. On-line filing accommodates
the same basic forms and schedules as electronic filing. The
taxpayer is responsible for sending their signature document
(Form 8453-OL) accompanying paper documents to IRS after
they receive notification from the Internet on-line provider or
transmitter that their return has been accepted by IRS. If IRS
rejects the return, the taxpayer will either have to correct the
information and retransmit the return or print it and send it as
a paper return to IRS. Credit card and direct debit payment
options are available for balance due returns.

11. Are there any publications or forms that can assist
a taxpayer that owes prior year taxes or previously
had their refund offset to satisfy another’s debt?

IRS offers various publications and forms that are specific to
these issues.

The IRS Collection Process, Publication 594, explains a tax-
payers right and responsibility regarding payment of federal
taxes. Installment Agreement Request, Form 9465, gives the
taxpayer the option to pay a balance due through monthly
installment payments.

Innocent Spouse Relief, Publication 971, addresses how one
spouse may request relief from past taxes due solely based on
the other spouse’s debt. Request for Innocent Spouse Relief,
Form 8857, explains various forms of relief and who may qualify.

Injured Spouse Claim and Allocation, Form 8379, allows a tax-
payer to request relief from their spouse’s past due federal debts
including back child support and past due taxes. An injured
spouse can get a refund for his or her share of the overpayment
that would be used to pay the past due amount.

Additional information on these topics can be obtained by con-
tacting the IRS at 1-800-829-1040, accessing their web page at
WWwWw.irs.gov, or by visiting a Tax Assistance Center in your area.

WHERE 1s THE Toric?

The following pages show forms 1040EZ, 1040A, and 1040. For a
discussion about what to put on a line, turn to the lesson in this
text that is shown in the circle.
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Form 1040EZ

Department of the Treasury—Internal Revenue Service
Form Income Tax Return for Single and
1040EZ Joint Filers With No Dependents @, 2002 OMB No. 1545.0675
r Your first name and initial Last name /7\\ ‘ Your social security number
Label L L
(See page 12) ‘é If a joint return, spouse’s first name and initial Last name . Spouse’s social security number
Use the IRS | E ‘ :
label. X t Home address (number and street). If you have a P.O. box, see page 12. Apt. no.
Otherise. | A Important! A
or type. E City, town or post office, state, and ZIP code. If you have a foreign address, see page 12. You must enter your
SSN(s) above.
Presidential
Election \S - - J You Spouse
Campaign Note. Checking “Yes” will not change your tax or reduce. your refund.
paig . o .
(page 12) Do you, or your spouse if a joint return, want $3 to go to this fund? . . . . L[ .P» Clyes [no [ves [No
| 1 Total wages, salaries, and tips.. This should be shown in box 1 of your W-2 ’;
ncome form(s). Attach your W-2 form(s). 1 \v/
Attach @
Eg:em(s) W-2 2 Taxable interest. If the total is over $400, you cannot use Form 1040EZ. 2 7
Enclose, but 3 Unemployment-compensation and Alaska Permanent Fund dividends ( k) )
do not attach, (see_page 14). 3 N
any payment.
Add lines 1, 2, and 3. This is your adjusted gross income. 4
5 Can your parents (or someone else) claim you on their return?
Note. You Y 5 £ sinel 00
must check es. ~ Enter amount from No. If sing] e, enter $7,700. o
Y N D worksheet on back. D If married, enter $13,850. ( 5 )
es or No. See back for explanation. 5 V7
6 Subtract line 5 from line 4. If line 5 is larger than line 4, enter -0-.
This is your taxable income. » 6
Payments (\
. . 7
and tax 7 Federal income tax withheld from box 2 of your W-2 form(s). 7 . j
10
8 Earned income credit (EIC). 8 O
‘ / ; )
9 Add lines 7 and 8. These are your total payments. > 9
10 Tax. Use the amount on line 6 above to find your tax in the tax table on pages / 5 )
24-28 of the booklet. Then, enter the tax from the table on this line. 10 ~_~
()
Refund 11a If line 9 is larger than line 10, subtract line 10 from line 9. This is your refund. > lla
Iélee:/(;ii[tegi!res?éy » b Routing number l [ [ [ [ [ [ [ [ l » ¢ Type: [] Checking [] Savings —
page 20 and fill in L7
11b, e, and 11d. p» d  Account number HEEEEEEEEEEEEEEEE S
Amount 12 If line 10 is larger than line 9, subtract line 9 from line 10. This is
you owe the amount you owe. For details on how to pay, see page 21. > 12
Third party Do you want to allow another person to discuss this return with the IRS (see page 22)? [ ] Yes. Complete the following. [ ] No
H Designee’s Phone Personal identification
designee e o no. » ( ) number (PIN) [ [ [ [ []
Sign Under penalties of perjury, | declare that | have examined this return, and to the best of my knowledge and belief, it is true, correct, and
accurately lists all amounts and sources of income | received during the tax year. Declaration of preparer (other than the taxpayer) is based
here on all information of which the preparer has any knowledge. )
Joint return? Your signature . Date Your occupation Daytime phone number
See page 11. K ( )
]Icf)ere)?oSrCOpy Spouse’s signature. If a joint return, both must sign. Date Spouse’s occupation
records.
. ) 7N Dat P ’s SSN or PTIN
Paid Preparer’s } (7) ae Check if reparers SR er
, [¢] N self-employed ]
p;eep:[r]?r S Firm’s.fnan?fe (or — } EIN
yours if self-employed),
u y address, and ZIP code Phone no. ( )
For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see page 23. Cat. No. 11329W Form 1040EZ (2002)
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% Form 1040EZ

Form 1040EZ (2002)

Page 2

Use
this
form if

® Your filing status is single or married filing jointly.

® You (and your spouse if married) were under 65 on January 1, 2003, and not blind at the end of
2002.

® You do not claim any dependents.

® Your taxable income (line 6) is less than $50,000.

® You do not claim a deduction for educator expenses, student loan interest deduction, or tuition and
fees deduction (see page 8).

® You do not claim an education credit.

® You had only wages, salaries, tips, taxable scholarship or fellowship.grants, unemployment
compensation, or Alaska Permanent Fund dividends, and your taxable interest was not over $400.
But if you earned tips, including allocated tips, that are not‘included in box 5 and box 7 of your
W-2, you may not be able to use Form 1040EZ. See page 13. If you are planning to use Form
1040EZ for a child who received Alaska Permanent Fund dividends, see page 14.

® You did not receive-any advance earned income credit payments.

If you are not sure/about your filing status, see page 11. If you have questions about dependents, use
TeleTax topic 354 (see page 6). If you cannot use this form, use TeleTax topic 352 (see page 6).

Filling in
your
return

For tips on how

to avoid common
mistakes, see

If you received a scholarship or fellowship grant or tax-exempt interest income, such as on
municipal bonds, see the booklet before filling in the form. Also, see the booklet if you received a
Form 1099-INT showing Federal income tax withheld or if Federal income tax was withheld from
your unemployment compensation or Alaska Permanent Fund dividends.

Remember, you must report all wages, salaries, and tips even if you do not get a W-2 form from
your employer. You must also report all your taxable interest, including interest from banks, savings
and loans, credit unions, etc., even if you do not get a Form 1099-INT.

page 30.
Worksheet Use this worksheet to figure the amount to enter on line 5 if someone can claim you (or your
spouse if married) as a dependent, even if that person chooses not to do so. To find out if someone
for
d epen dents can claim you as a dependent, use TeleTax topic 354 (see page 6).
who A . Amount, if any, from line 1 on front =~———
checked + 250.00 = Enter total » A.
“Yes” B. Minimum standard deduction . . . . . . . . . . . . . . B.___ 75000
Iinzs5 on C. Enter the larger of line A or line B here . . . . .. . C.
& ; D. Maximum standard deduction. If single, enter $4,700; if married,
eep a copy for
your records) enter $7,850 . . . . . P ) B
E. Enter the smaller of line C or line D here. This is your standard
deduction. . . . . . . . . . . . .. . ... . ... E.

F. Exemption amount.
® If single, enter -O-.
® If married and— F.
—both you and your spouse can be claimed as dependents, enter -0-.
—only one of you can be claimed as a dependent, enter $3,000.

G. Add lines E and E Enter the total here and on line 5 on the front . . G.
If you checked “No” on line 5 because no one can claim you (or your spouse if married) as a
dependent, enter on line 5 the amount shown below that applies to you.
® Single, enter $7,700. This is the total of your standard deduction ($4,700) and your exemption
($3,000).
® Married, enter $13,850. This is the total of your standard deduction ($7,850), your exemption
($3,000), and your spouse’s exemption ($3,000).

Mailing
return

Mail your return by April 15, 2003. Use the envelope that came with your booklet. If you do not
have that envelope or if you moved during the year, see the back cover for the address to use.

@ Form 1040EZ (2002)
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Form 1040A

Form Department of the Treasury—Internal Revenue Service
1040A U.S. Individual Income Tax Return (99) 2002 IRS Use Only—Do not write or staple in this space.
4 Your first name and initial Last name ‘\‘ OMB No. 1545-0085
Label /; ) Your social security number
(See page 19.) Il-.\ K/ ! . .
g If a joint return, spouse’s first name and initial Last name ‘ Spouse‘s‘ social ‘security number
Use the L 1 : :
IRS label. H Home address (number and street). If you have a P.O. box, see page 20. Apt. no.
Otherwise, £ A Important! A
please print 2
or type. City, town or post office, state, and ZIP code. If you have a foreign address, see page 20 You must enter your
\_ ) SSN(s) above.
Presidential
Election Campaign } Note. Checking “Yes” will not change your tax or reduce your refund. You Spouse
(See page 20.) Do you, or your spouse if filing.a joint return, want/$3 to go to this fund?. . . P> DYes [INo [ves [ INo
Filing 1 ] Single 4 [T] Head of household (with qualifying person). (See page 21.)
status <2 > 2 [] Married filing jointly (even if only one had income) If the qqalifyi.ng person is a child but not your dependent,
- 3 [] Married filing separately. Enter spouse’s SSN above and enter this child’s name here. »
Check only full name_here. » 5 [ ] Qualifying widow(er) with dependent child
one box. (year spouse died » ). (See page 22.)
Exemptions 6a [ Yourself. If your parent (or someone else) can claim you as a Eﬁg:.{e'iféﬁs
dependent on his or her tax return, do not check box 6a. 6a and 6b
2 / b [0 sPouse " No. of children
N ¢ Dependents: | (3) Dependent's |4 V/f qualifying  on 6c who:
(2) Dependent’s social relationshio t child for child e lived with
) security number elationship to tax credit (see  you RN
(1) First name Last name you 23
If more than six page 23) o did not live
dependents, D with you due
see page 22. ] to divorce or
separation
] (see page 24) ____
D Dependents
D on 6¢ not
D entered above
Add numbers
. . on lines
d Total number of exemptions claimed. above
Income <5 >
7 Wages, salaries, tips, etc. Attach Form(s) W-2. 7
Attach TN
Form(s) W-2 ) . . Q Sj
here. Also 8a Taxable interest. Attach Schedule 1 if required. -/ 8a
attach b Tax-exempt interest. Do not include on line 8a. 8b (3 [
Form(s) 9 Ordinary dividends. Attach Schedule 1 if required. 9
1099-R if tax (>
i 3
was withheld. 45 conital gain distributions (see page 25). /10
If you did not 11a IRA Q? 11b Taxable amount
82;2 i distributions. \/ 11a (see page 25). 11b
12a Pensions and (” ) 12b Taxable amount
Enclose, but d i .
ngtce‘l’;zch‘“anyo annuities. ~_“12a (see page 26). 7\12b
payment. ( 3 )
13 Unemployment compensation and Alaska Permanent Fund dividends.-—"13
14a Social security 14 14b Taxable amount
benefits. 14a \ (see page 28). 14b
15 Add lines 7 through 14b (far right column). This is your total income. » 15
Adjusted 16 Educator expenses (see page XX). 16
gross 17  IRA deduction (see page 28). 17 {4)
income 18 Student loan interest deduction (see page 31). 18 -
19 Tuition and fees deduction (see page XX). 19
20 Add lines 16 through 19. These are your total adjustments. 20
21 Subtract line 20 from line 15. This is your adjusted gross income. > 21
For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see page 53. Cat. No. 11327A Form 1040A (2002)
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Form 1040A (2002) Page 2
Tax, 22 Enter the amount from line 21 (adjusted gross income). 22 [
credits, 23a Check {D You were 65 or older O Blind } Enter number of ({%
and if: [ Spouse was 65 or older [] Blind | boxes checked » 23a e
payments b If you are married filing separately and your spouse itemizes
gt:(;‘:;:gn deductions, see page 32 and checkhere . . . . . . . . .p».23b []
for— 24  Enter your standard deduction (see left margin). 24
e People who | 25  Subtract line 24 from line 22. If line 24 is more than line 22, enter -0-. 25
ghecked any |26  Multiply $3,000 by the total number of exemptions claimed on line 6d. 26
fﬁ;’j)oc'a?ge“ 27 Subtract line 26 from line 25. If line 26 is more than line 25, enter -0-.
claimed as a This is your taxable income. »_ 27
dependent, | 58 Tax, including any alternative minimum tax (see pade 33). (5 ps
see page 33. 2 :
e Allothers: |29  Credit for child and dependent care expenses. (5\) =
Single, Attach Schedule 2. 29
s 700 30 Credit for the elderly or the disabled. Attach (")
1, Schedule 3. 30
$6,900 31 Education credits. Attach Form 8863. (9) 31
j"g;rtfliyegrf”ing 32 Retirement savings contributions credit. Attach~ \
Qualifying Form 8880. 32
g;dé’g’o(er)' 33 Child tax credit (see page 36). 33( 1 )
Married 34 Adoption.credit. Attach Form 8839. (6)34 —
filing 35 Add lines 29 through 34. These are your total credits. 35
;‘;pgazrgte'y’ 36 Subtract line 35 from line 28..If line 35 is more than line 28, enter -0-. 36
' 37 Advance earned income credit payments from Form(s) W-2. (10) 37
38 Add lines 36 and 37. This is your total tax. — P 38
39 Federal income tax withheld from Forms W-2 @
and 1099. 39
2002 estimated tax payments and amount @
If you have applied from 2001 return. 40
a qualitying Earned income credit (EIC). (10 41
Schedule Additional child tax credit. Attach Form 8812. (1 )42 ]
EIC. Add lines 39 through 42. These are your total payments. {710 43
Refund 44 If line 43 is more than line 38, subtract line 38 from line 43. N
This is the amount you overpaid. 7 )44
Direct 45a Amount of line 44 you want refunded to you. (77 » 45a
deposit? > b Routing —
Sr?g i a7 number ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ | » c Type: [ Checking [ Savings
45b, 45¢, N
andasa. PO O [T TTTTTTITTITTITITTT] (7
46 Amount (?f line 44 you want applied to your <7 “)
2003 estimated tax. 46
Amount 47 Amount you owe. Subtract line 43 from line 38. For details on how (?
you owe to pay, see page 48. _ 47
48 Estimated tax penalty (see page 48). 48 [
Third party Do you want to allow another person to discuss this return with the IRS (see page 49)? [ | Yes. Complete the following. [ ] No
designee ~ pesoneey "y () it I I I B
Slgn klnder penalties of perjury, | declare that | have examined this return and accompanying schedules and statements, and to the best of my
nowledge and belief, they are true, correct, and accurately list all amounts and sources of income | received during the tax year. Declaration
here of preparer (other than the taxpayer) is based on all information of which the preparer has any knowledge.
Joint return? Your signature ’;/ Date Your occupat|on Daytime phone number
See page 20. N ( )
flf)?e}POSrCOpy Spouse’s signature. If a joint return, both must sign. Date Spouse’s occupation
records.
Pald Preparers } @ Date Check if Preparer’s SSN or PTIN
preparer,s S|.gnature self-employed [ ]
Firm’s name (or EIN .
USe Only o Phoe o, ()
@ Form 1040A (2002)
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Form 1040

I Department of the Treasury—Internal Revenue Service
E 1 040 U.S. IndiViduaI Income Tax Return @@02 ‘ (99) IRS Use Only—Do not write or staple in this space.
f For the year Jan. 1-Dec. 31, 2002, or other tax year beginning , 2002, ending , 20 ‘\' OMB No. 1545-0074
Label Your first name and initial Last name /™ . Your social security number
) 1 L
(See 'Z\ _ ; ‘
instructions B If a joint return, spouse’s first name and initial | Last name . Spouse’s social security number
on page 19.) E :
Usethe RS | - ‘ P
Home address (number and street). If you have a P.O. box, see page 19. Apt. no.
g;ﬂ;wise’ H A Importantt A
ghﬁ;?rint 2 City, town or post office, state, and ZIP code. If you have a foreign address; see page 19. )TngJJr rggls\lt(s?natg;ve_
Presi_dential k . . / You Spouse
Election Campaign Note. Checking “Yes” will not change your tax.or reduce your refund.
(See page 19.) } Do you, or your spouse if filing a joint return, want.$3 to go'to this fund?2-. .. » [ves [ INo [Jyes [ INo
. 1 [ Single 4 [ Head of household (with qualifying person). (See page 19.) If
Filing Status 5 [ married filing jointly (even if-only one had income) the qualifying person'is a child but not your dependent, enter
Check only \ 3 [] Married filing separately. Enter spouse’s SSN above this child's name here. b
one box. ( and full name here. P 5[] Qualifying widow(er) with dependent child (year
spouse died » ). (See page 19.)
i 6a_{ | Yourself. If your parent (or someone else) can claim you as a dependent on his or her tax N:- °|: ?10"95
Exemptions return, do not check box6a .. . . = . . . . . . . . . . . Eae:,,f slf "
. b D Spouse . . . . o @ ool Y N No. of children
(2) T = @)poes | POV e
- (1) First name Last name social security number you credit (see page 20) o did not live with
] you due to divorce
If more than five O] or separation
dependents, (see page 20)
see page 20. ] Dependents on 6¢
D not entered above
O Mg
d Total number of exemptions claimed . . . . . . . . . . . . . ..., . . above »
7 Wages, salaries, tips, etc. Attach Form(s)y W-2 . . . . . . . . . 5) 7
Income 8a Taxable interest. Attach Schedule B if required . . —~.. . . . . “. 5 ) u 8a
Attach b Tax-exempt interest. Do not include on line 8a @/\l 8b | 0 i %
Forms W-2 and 9 Ordinary dividends. Attach Schedule B if required . . . . Qaj 9
%siGan:?h 10 Taxable refunds, credits, or offsets of state and local income taxes (see page 22) .. 10 ( 3 )
Form(s) 1099-R 11 Alimony received . . e e 11
if tax was 12 Business income or (loss). Attach Schedule C or C EZ . . . . 13 ) 12
withheld. 13  Capital gain or (loss). Attach Schedule D if required. If not required, check here V D 13
14  Other gains or (losses).-Attach Form 4797 . . . . . . . . . . . . . . 14
If you did not 15a IRA distributions ( 14, ) 15a b Taxable amount (see page 23) 15b
g:; %:5:32‘21 16a Pensions and annuities | 16a b Taxable amount (see page 23) 16b
' 17  Rental real estate, royalties, partnerships, S corporations, trusts, etc. Attach Schedule E 17
Enclose, but do 18 Farm income or (loss). Attach Schedule F . . . . . . . . . . . . . \ 18
ngt ;2??%;23’ 19  Unemployment compensation a L. e e
gleyase use ’ 20a Social security benefits . l 20a ‘ / ‘ ‘ b Taxable amount (see page 25) e
Form 1040-V. 21 Other income. List type and amount (see page 27) .. ... . ... ( 3 )
22  Add the amounts in the far right column for lines 7 through 21 This is your total income » \/
. 23 Educator expenses (see page xx) . 23
Adjusted 24  |RA deduction (see page 27) . < > 24
Gross 25 Student loan interest deduction (see page 28) . < > 25
Income 26  Tuition and fees deduction (see page XX) . . 26
27  Archer MSA deduction. Attach Form 8853 . . . . 27
28 Moving expenses. Attach Form 3903 . . . j) 28
29  One-half of self-employment tax. Attach Schedule SE . 29
30 Self-employed health insurance deduction (see page 30) 30
31  Self-employed SEP, SIMPLE, and qualified plans . . [ 31
32 Penalty on early withdrawal of savings . . . . . . 32
33a Alimony paid b Recipient’s SSN » 3 : 33a
34 Add lines 23 through 33a . . Ce e
35  Subtract line 34 from line 22. This is your adjusted gross income . . . ., ., P
For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see page 72. Cat. No. 11320B Form 1040 (2002)
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n Form 1040

Form 1040 (2002) Page 2
Tax and 36  Amount from line 35 (adjusted gross income) . 36
Credits 37a Check if: [] You were 65 or older, O Blind; O Spouse was 65 or older D Bllnd
“Standard Add the number of boxes checked above and enter the total here . . . , » 37a
Deduction b If you are married filing separately and your spouse itemizes deductions, or< 5
for— you were a dual-status alien, see page 31 and checkhere . . . . . 7P 37b (|
;hsgfgéeavr:;‘o :38 Itemized deductions (from Schedule A) or your standard deduction (see left margin) f \ 38
box on line 39  Subtract line 38 from line 36 . \/ 39
3‘/7}1%%3?17&“ 40 If line 36 is $103,000 or less, multiply $3,000 by the total number of exemptlons claimed on %
gﬁ‘ggﬁgeﬁ a line 6d. If line 36 is over $103,000, see the worksheet on page 32 . ( 40
see page 31. |41  Taxable income. Subtract line 40 from line 39. If line 40 is more than I|ne 39 ent ‘& “
® Allothers: | 42  Tax (see page 33). Check if any tax is from a [] Form(s)®814. b [] Form 4972 5 Y 42
2"‘”%30 43  Alternative minimum tax (see page 34). Attach Form 6251 . . e . A 43
Head of 44 Addlines42and43 . . . R e N I ..
household, 45  Foreign tax credit. Attach Form 1116 |f requwed . Q 45
f/IGa’?r(i):d fiing 46  Credit for child and dependent care expenses. Attach Form 2?411 46 ( 84)
jointly or 47  Credit for the elderly or.the disabled. Attach Schedule R LI -
%ﬂ'&y@g 48  Education credits.Attach Form 8863 . . . . 48 | 3/ J
$7.850 49  Retirement savings contributions credit. Attach Form 8880/ \ 49
Married 50 <Child tax credit (see page XX) . - W @/ 50
ggggrately 51  Adoption credit. Attach Form 8839 . ... . . . . [ 51
$3,925 ' 52  Credits from: a L] Form 8396 b D Form 8859 52
63  Other credits. Check applicable box(es):  a [ Form 3800
b [JFormssot ¢ [ Specify .. 58
54  Add lines 45 through 53. These are your total credits e 54
55  Subtract line 54 from line 44. If line 54 is more than line 44, enter 0- ... 55
Other 56  Self-employment tax. Attach Schedule SE . . . . . .. ( o) 56
Taxes 57  Social security and Medicare tax on tip income not reported to employer Attach Form 4137 57
58  Tax on qualified plans, including IRAs, and other tax-favored accounts. Attach Form 5329 if reqwre({ 14 > 58
59  Advance earned income credit payments from Form(s) W-2 . |59
60 Household employment taxes. Attach Schedule H A - )
61  Add lines 55 through 60. This is your total tax . . . T < 61
Payments 62  Federal income tax withheld from Forms W-2 and 1099 .Q7. ) 62
63 2002 estimated tax payments and amount applied from 2001 return —. | .63 (7/ )
If you have a 64  Earned income credit (EIC) . L. @ 64
gﬁﬁ’gfygt'% ch 65  Excess social security and tier 1 RRTA tax withheld (see page 51)\ 65
Schedule EIC. | 66  Additional child tax credit. Attach Form 8812 . . . (11 || 66
67  Amount paid with request for extension to file (see page 5 67
68  Other payments from: a []Form 2439 b[] Form 4136 | 68
69 Add lines 62 through 68. These are your total payments . . . . . . . . . » 69
Refund 70 If line 69 is more than line 61, subtract line 61 from line 69. This is the amount you oyergaid 70
Direct deposit? 71@  Amount of line 70 you want refundedtoyou . . . . . . . . . . . (.7 /) » | 7la
gsg 1%??:7511b b Routing number l [ [ [ [ [ [ [ [ ‘ » c Type: [] Checking [] Saﬁngs”\
71c, and 71d. d Account number l [ [ [ [ [ [ [ [ [ [ [ [ [ [ [ [ ‘ & )
72 Amount of line 70 you want applied to your 2003 estimatedtax » | 72 | % —
Amount 73 Amount you owe. Subtract line 69 from line 61. For details on how to pay, see page 52 » | 73 | |
You Owe 74  Estimated tax penalty (see page 52) . . . . . . . . | 74| | %y//////////////%y//
Third Party Do you want to allow another person to discuss this return with the IRS (see page 53)? [] Yes. Complete the following. [_] No
Designee ~ Desonee e porsnaentteston [T 1 1 1]
Slgn gnger penalties of perjury, | declare that | have examined this return and accompanying schedules and statements, and to the best of my knowledge and
elief, they are true, correct, and complete. Declaration of preparer (other than taxpayer) is based on all information of which preparer has any knowledge.
zinetrstum? Your signature (7\/ Date Your occupation Daytime phone number
See page 19. g ( )
fKoere)PoSrcopy Spouse’s signature. If a joint return, both must sign. Date Spouse’s occupation
records.
Paid SPi;er?;Ligs } Q/D Date Check if Preparer’s SSN or PTIN
Preparer’s — - self-employed D
Firm’s name (or EIN
Use Only éﬁéﬁiél?i'ﬁaerz"fp’l"cyfé‘é'} Phoneno_ ()

Form 1040 (2002)
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TaxWise Hints

Each year the Internal Revenue Service contracts with a tax
preparation software vendor to provide free software to our vol-
unteers. This year you will find TaxWise hints integrated
throughout the text. They will be at the end of each lesson just
before “Summing Up This Lesson” or “Summing Up This
Section”.

»» Summing Up THis LEsson <<«

P Remember that the information used to prepare an individ-
ual’s income tax return must be treated as confidential.

P Use the steps for effective interviewing.
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STUDENT NOTES

] \\\\\\\\\\\\\\\\\\\\\\\\\

1 18 Introduction and
li




GETTING STARTED Lesson 2

OBJECTIVES

In this lesson you will learn what you need to know
when you begin to prepare an individual’s federal
income tax return. Please note that two of the
objectives concern the importance of insuring that
the taxpayer’s (or dependent’s) name and social
security number match our records.

After completing this lesson you should be able to:

B Explain the importance of requiring a social
security card for the tax preparation.

B Identify the documents that could be used
in-lieu-of a social security card.

List the 5 tests for a qualifying dependent.

List the requirements for each of the five filing
statuses.

Select the correct filing status.
Determine Who Must File.

Determine Who Should File.

Select the appropriate tax form to use.

SociaL Security NumBer

Each year hundreds of thousands of returns are
delayed in processing or credit/deductions disal-
lowed because names and social security numbers
do not match Social Security Administration (SSA)
records. To prevent processing delays in paper
returns and rejected electronically filed returns,
volunteers must check the accuracy of each Social
Security number, as well as the spelling of the
name associated with the number.

To do this volunteers should ask for one of the fol-
lowing documents for each individual on the return.

B Social Security Card (original or copy)
B SSA 1099 benefit statements
B SSA letter

Lesson 2 2'1
BASIC




Tax Tips
1.0.6.0.0.6.0.6.8.6.¢
The exemption
amount is indexed
for inflation and
generally changes
every year.

POTENTIAL
PITFALLS A
A common-law
marriage is recog-
nized for federal

tax purposes if the
marriage is recog-
nized by the state
where the taxpayers
now live or in the
state in which the
common-law mar-
riage was entered.
Legal advice may

be required to
determine if a
common-law
marriage exists.

2-2

Lesson 2

Note: Driver’s licenses and passport may not depict the name or
number as it appears on SSA records.

PersonaL AnD Depenpency EXeEmPTIONS

After completing this section, you will be able to:

B Define personal exemption.
B Define dependency exemption.
B Use the five tests to determine a qualifying dependent.

There are two kinds of exemptions: personal and dependency.
While both exemptions are worth the same amount, different
rules apply to each type.

Personal exemptions are allowed to the taxpayer and to the
taxpayer’s spouse.

Dependency exemptions are allowed to the taxpayer for
qualifying dependents who meet five specific tests.

The taxpayer can usually deduct the exemption amount
($3,000 for 2002) when figuring taxable income.

PersonaL EXEmPTIONS

The Taxpayer
The taxpayer can claim a personal exemption for himself or
herself unless the taxpayer is eligible to be claimed as a depen-
dent on another person’s return. If this is true, the taxpayer
cannot claim an exemption for himself or herself, even if
the other taxpayer does not actually claim the dependency
exemption.

The Spouse
Generally, if the taxpayer’s spouse is claimed as a dependent on
another person’s return, the taxpayer cannot claim the spouse’s
exemption on his or her return. (One spouse is never considered
the dependent of the other.)

To claim an exemption for a spouse, the taxpayers must be
married by December 31, the last day of the year. If the tax-
payer files a separate return, he or she can claim the exemption
for his or her spouse only if his or her spouse had no gross
income (defined later) and was not the dependent of another
taxpayer. This is true even if the other taxpayer does not actu-
ally claim the taxpayer’s spouse’s exemption. If a taxpayer is
divorced or legally separated at the end of the tax year, he or
she cannot claim his or her (former) spouse’s exemption.



If the taxpayer’s spouse died during the year and the taxpayer did
not remarry by December 31, the taxpayer can generally claim
the personal exemption for the deceased spouse. This exemption
can be claimed only if the taxpayer was not divorced or legally
separated from his or her spouse on the date of the death and
would have been able to claim the exemption under regular
circumstances.

DePenpency EXempPTioNs

A dependent is a person, other than the taxpayer or spouse,
who entitles the taxpayer to claim a dependency exemption.
A taxpayer can claim a dependency exemption only if all five
of the following dependency tests are met.

Member of Household or Relationship Test.
Citizen or Resident Test.

Joint Return Test.

A e

Gross Income Test.

5. Support Test.

1. The Member of Household or Relationship Test
To meet this test, the person must either:
A. Live with the taxpayer for the entire year as a member of his
or her household, or
B. Be related to the taxpayer in one of the ways listed later,
under Relatives who do not have to live with the taxpayer.

Note. _ . _ Common
A person away on temporary absences is considered to live and

be a member of the household the entire year. Temporary Queries
absences include attending school, taking vacations, hospital A relationship
stays due to illness, and military service. In addition, the rela- established by
tionship must not violate local law. marriage, such as
“mother-in-law,”
Relatives who do not have to live with the taxpayer AT Wi G T
A lated to the t i f the followi divorce or the
person related to the taxpayer in any of the following ways death of one of
does not have to live with the taxpayer the entire year as a the spouses.

member of his or her household to meet this test.

B Child, grandchild, great grandchild, etc. (A legally adopted
child is considered the taxpayer’s child.)

B Stepchild.

B Brother, sister, half brother, half sister, stepbrother,

[ |

stepsister.
Parent, grandparent, or other direct ancestor, but not foster
parent.

Loson 2-3
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ALERT A

Parents of children
who are presumed
to have been kid-
napped by someone
who is not a family
member may be able
to take the child into
account in determin-
ing their eligibility
for the head of
household or quali-
fying widow(er) fil-
ing status, deduction
for dependents,
child tax credit, and
the earned income
credit (EIC). For
details, see Publica-
tion 501, Exemptions,
Standard Deductions,
and Filing Information
or Publication 596,
Earned Income
Credit.

Tax Tirs
12820068 8.8 ¢
Foreign exchange
students generally
cannot be claimed
as dependents.
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2.

3.

B Stepmother or stepfather.

B Brother or sister of your father or mother.

B Son or daughter of your brother or sister.

B Father-in-law, mother-in-law, son-in-law, daughter-in-law,
brother-in-law, or sister-in-law.

If a child was born alive during the year and meets the depen-
dency tests, the taxpayer can take the exemption, even if the
child lived only for a moment. No exemption is allowed for a
stillborn child. State or local laws determine if a child was born
alive or stillborn.

A legally adopted child is considered to be the taxpayer’s child.
If an adoption is finalized and the child begins living with

the taxpayer on or before December 31, member of the house-
hold test is met.

If a foster child has lived with the taxpayer for the entire year
(except for temporary absences) and the taxpayer cares for the
child as his or her own, the child is treated as the taxpayer’s
own child.

A person who died during the year and was a member of the
taxpayer’s household until death meets the member of house-
hold test.

A cousin must live with the taxpayer for the entire year (except
for temporary absences) to meet the member of household test.
A cousin does not meet the relationship test.

Citizen or Resident Test
To meet this test, a person must be for some part of the year:

M a U.S. citizen or resident, or
B a resident of Canada or Mexico.

Children usually are citizens or residents of the country of their
parents. A child born in a foreign country can be recognized as
a U.S. citizen for tax purposes if either parent is a U.S. citizen.

If a taxpayer (who is a U.S. citizen) legally adopts a child who is
not a U.S. citizen or resident, and the other dependency tests
are met, the taxpayer can take the exemption if the taxpayer’s
home is the child’s main home and the child is a member of the
household for the entire tax year.

Joint Return Test

To meet this test, generally, the taxpayer’s dependent cannot
file a joint return. However, the joint return test does not apply
if a joint return is filed by the dependent and his or her spouse
merely as a claim for refund and no tax liability would exist
for either spouse on separate returns.



4. The Gross Income Test

A taxpayer cannot take an exemption for a person whose gross
income equals or exceeds the exemption amount. The exemp-
tion amount for 2002 is $3,000.

Gross income is all taxable income in the form of money, goods,
property, and services. It includes all unemployment compensa-
tion and certain scholarships. It does not include welfare bene-
fits or nontaxable social security benefits.

There are two exceptions to the gross income test. The gross
income test does not apply if:

B The taxpayer’s child is under 19 years of age at the end of the

year, or

B The taxpayer’s child is under 24 years of age at the end of the

year and is a full-time student.

To be considered a student, the taxpayer’s child must attend
school full-time for some part of each of five calendar months of
the year. The five months need not be consecutive in order to
qualify. School generally does not include night schools, on-the-
job training courses, or correspondence schools.

5. The Support Test

The support test requires that the taxpayer provide more than
half of a person’s total support for the entire year in order to
claim that person as a dependent.

There are two exceptions to the support test:

B Multiple support, and
B Children of divorced or separated parents.

(Both of these exceptions will be covered later in this section.)

To determine if the taxpayer provided more than half of the
dependent’s support, compare the amount that the taxpayer
contributed to the person’s support with the entire amount of
support the person received from all sources. (Exhibit 1 pro-
vides a worksheet for figuring whether the taxpayer provided
more than half of a dependent’s support.)

State benefit payments like welfare, food stamps, and housing
are considered support provided by the state, not by the parent,
regardless of how the parent actually spends the funds.

Support provided for the dependent includes support paid from
these sources: amounts withdrawn from savings; borrowed
amounts, such as student loans and car loans; and tax-exempt
income, including social security benefits, life insurance pro-
ceeds, nontaxable pensions, gifts, and tax-exempt interest.

Only the amount of a dependent’s own funds that is actually
spent on support is counted. Scholarships received by full-time
students are not included in total support.

Tax Tips
1. 0.0.0.0.0.60.0.0.6.4

The gross income
test exceptions

do not apply to

a son-in-law or
daughter-in-law. The
exceptions only
apply to the children
of a taxpayer.

@ PERSON
e T () E—
PErsoN »

You will be asking
very personal ques-
tions when trying to
determine if the sup-
port test is met. As
always, it is a good
idea to explain to
the taxpayer why
you need to ask
such personal ques-
tions. If the taxpayer
becomes uncomfort-
able, explain that
the information is
necessary to help
determine the cor-
rect tax liability.

Tax Tips

2. 2.8.8.0.60.6.8 8.8 ¢
When determining
who provides more
than half of the sup-
port, it is the dollar
amount of support
provided, not the
period of time the
support was pro-
vided, that counts.

Lesson 2
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Tax Tips
1.2.0.0.0.0.0.6.6 & ¢
The amount used

to decide whether

a person meets the
support test is dif-
ferent from that
used for the gross
income test. The
gross income test
considers the
dependent's taxable
income only. The
support test con-
siders allincome

of the dependent,
both taxable and
nontaxable.

Tax Tips

1 2.2.0.0.0.8.8.8.8
Remind taxpayers
that they must main-
tain good records in
order to prove the
amount of support
provided.
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Do not include in support any amounts that are:

B paid from a dependent’s own funds for income and social
security taxes,

B paid as life insurance premiums, or

B not spent, but saved or invested.

Total support items include food, clothing, shelter at fair rental
value, education, medical and dental care, recreation, and
transportation. Some support items, like food and rent, benefit
more than one member of a household. Divide the value of these
support items among the number of household members that
benefit. Capital items like furniture, appliances, or autos should
be included in support if the items are solely for the dependent’s
own use or benefit.

Example 1

Robin, age 20, lived all year with her parents and younger sister
in an apartment. Robin earned $4,000 from her part-time job.
She saved $1,000 for college and $500 was withheld for income
and social security taxes. Robin spent the remaining $2,500 on
clothing, transportation, and recreation.

Robin provided $2,500 of her own support. The college savings
will not be counted as support until the money is spent. The
funds used to pay income and social security tax are not consid-
ered to be support.

In order for Robin’s parents to claim her as a dependent, they
must provide additional support of more than $2,500. Included
in support items are one-fourth of the family’s rent, utilities,
grocery bills, and any additional amounts paid for Robin’s med-
ical expenses and education.



Exhibit 1 Worksheet for Determining Support

Funds Belonging to the Person You Supported
1) Total funds belonging to the person you supported, including income received (taxable and
nontaxable) and amounts borrowed during the year, plus the amount in savings and other accounts at
the beginning of the year $
2) Amount used for support $
3) Amount used for other purposes $
4) Amount in savings and other accounts at end of the year $
(The total of lines 2, 3, and 4 should equal line 1) $
Expenses for Entire Household (where the person you supported lived)
5) Lodging (Complete item a or b)
a) Rent paid $
b) If not rented, show fair rental value of home. If the person you supported owned the home, include
this amount in line 19. $
6) Food $
7) Utilities (heat, light, water, etc. not included in line 5a or 5b) $
8) Repairs (not included in line 5a or 5b) $
9) Other. Do not include expenses of maintaining home, such as mortgage interest, real estate taxes, and
insurance. $
10) Total household expenses (Add lines 5 through 9) $
11) Total number of persons who lived in household
Expenses for the Person You Supported
12) Each person’s part of household expenses (line 10 divided by line 11) $
13) Clothing $
14) Education $
15) Medical, dental $
16) Travel, recreation $
17) Other (specify)
$
18) Total cost of support for the year (Add lines 12 through 17) $
Did You Provide More Than Half?
19) Amount the person provided for own support (line 2, plus line 5b if the person you supported owned
the home) $
20) Amount others provided for the person’s support. Include amounts provided by state, local, and other
welfare societies or agencies. Do not include any amounts included on line 1. $
21) Amount you provided for the person’s support (line 18 minus lines 19 and 20) $
22) 50% of line 18 $
Is line 21 more than line 227
Yes. You meet the support test for the person. If the other exemption tests are met, you may claim an exemption for the person.
No. You do not meet the support test for the person. You cannot claim an exemption for the person unless you can do so under a
multiple support agreement. See Multiple Support, later.

Loson 2-7
BASIC




Tax Tips

2. 2.8.2.0.0.6.8.8 & ¢
The taxpayers
decide among them-
selves which one
takes the exemption
for the year. As a
volunteer, you do not
decide.

Multiple Support

Sometimes, no one person provides more than half of an individ-
ual’s support, but two or more persons together do. In this situa-
tion, anyone who separately provides over 10 percent of the
person’s total support and meets the other tests can claim the
exemption for the dependent. Nonetheless, only one person can
claim the exemption. All other persons who provided more than
10 percent of the support and who meet the other tests must

sign a written statement agreeing not to claim the exemption
for that year. Form 2120, Multiple Support Declaration, is used
for that purpose. The person who claims the exemption attaches
Form(s) 2120 to his or her current year’s tax return.

Example 2

Henry E. and Harold S. Rowan each provide more than 10 per-
cent of the total support of their mother Margaret S. Rowan, but
neither provides more than 50 percent. Together, Henry and
Harold provide more than 50 percent. They decide that Henry
will claim the exemption this year. Exhibit 2 shows the com-
pleted Form 2120 that Henry will attach to his return.

Exhibit 2 Henry's Form 2120

rorm 2120

(Rev. October 2002)

OMB No. 1545-0071

Multiple Support Declaration

Attachment

Department of the Treasury Sequence No. 114

Internal Revenue Service

» Attach to Form 1040 or Form 1040A.

Name(s) shown on return Your social security number

Henry E. Rowan 000 : 00 :4877
During the calendar year ... _. 2002 ,,,,,,,,,,,,,,, , the eligible persons listed below each paid over 10% of the support of:

Margaret S. Rowan

Name of person supported
| have a signed statement from each eligible person waiving his or her right to-claim this person as a dependent for any tax year
that began in the above calendar year.

000: 00 : 2780

Social security number

Harold S. Rowan

Eligible person’s name

123 Main Street, Springfield, VA 22140

Address (number, street, apt. no., city, state, and ZIP code)
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Children of Divorced or Separated Parents
The parent who has custody of the child for the greater part of
the year (the custodial parent) will generally be considered as
having provided over half of the child’s support if all of the
following conditions are met.

B The child received over half of his or her total support from
one or both parents.

B The parents are divorced, legally separated, separated under
a written separation agreement, or have lived apart at all
times during the last six months of the calendar year.

B The child was in the custody of one or both parents for more
than half of the calendar year.

The custodial parent will not be considered as having provided
over half of the child’s support if any of the following condi-
tions exist.

B Over half of the support of the child is considered to have Tax Tirs
been received from a third party, such as a relative or friend. ek kK ke ok okok
B The custodial parent signed Form 8332, Release of Claim to gn(:iogégfclzaol:'z: 2120

Exemption for Child of Divorced or Separated Parents, or a

similar statement, that allows the noncustodial parent to found in the Tax

Forms Booklet

claim the exemption (this statement must be attached to the Appendix, which
noncustodial parent’s return). is part of your
B A decree or agreement that went into effect after 1984 uncon- package.

ditionally states that the noncustodial parent can claim the
child as a dependent.

B A qualified pre-1985 agreement provides that the noncusto-
dial parent shall be entitled to the exemption for the child
and the noncustodial parent contributed at least $600 toward
the child’s support during the tax year, unless the pre-1985
agreement is modified after 1984 to specify that this provi-
sion will not apply.

Loson 2-9
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Example 3

Ellen M. and Richard A. Stone are divorced. Under the terms of
the 1984 divorce, Richard has custody of their two children,
Alan R. and Mary E. The divorce decree specifies that Ellen can
claim the dependency exemptions. Ellen provided $1,500 of sup-
port for each child. Assuming all other tests are met, Ellen can
claim both children as dependents.

If Ellen had provided only $500 of support for each child, she
could not claim dependency exemptions for the two children. To

claim the exemptions, she must provide at least $600 of support
for each child.

If the divorce occurred after 1984 and Richard and Ellen had
agreed that Ellen would claim the dependency exemptions for
the children, Ellen would attach Form 8332 or a similar state-
ment to her tax return. Exhibit 3 shows a completed Form 8332

for Ellen.
Exhibit 3 Ellen’s Form 8332

Form 8332 Release of Claim to Exem ption OMB No. 1545-0915

(Rev. December 2000) for Child of Divorced or Separated Parents

Department of the Treasury » Attach to noncustodial parent_’s returp each year exemptiop is claimed. Attachment 11

Internal Revenue Service Caution: Do not use this form if you were never married. Sequence No. 115

Name of noncustodial parent claiming exemption Noncustodial parent’s

Ellen M. Stone social security number SSN) > | 000: 00:2338

m Release of Claim to Exemption for Current Year

| agree not to claim an exemption for___Alan R. Stone and Mary E. Stone

Name(s) of child (or children)

for the tax year 2002 .

Richard A. Stone 000:00: 3823 3/26/2003

Signature of custodial parent releasing claim to exemption Custodial parent’s SSN Date

Note: If you choose not to claim an exemption for this child (or children) for future tax years, also complete Part Il.
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Exhibit 4 Support Test for Children of Divorced or Separated Parents

Start Here
Are the parents divorced or
legally separated, separated No
under a written agreement, or  ——————P»
did they live apart the last 6 Did any one person Yes | The person who provided over
months of the year? —» provide over half of the —P» half of the child’s support meets
child’s total support? the support test.
Yes —P
No
Did one or both parents No
furnish over half of the child’s See Multiple Support.
total support? >
i Yes
Is the child in the custody of No
one or both parents for more
than half of the year?
i Yes
Did the custodial parent sign
a Form 8332 or similar NO. Is there atdecreetord
statement releasing the agreement execute
exemption? after 1984 that
unconditionally entitles
Yes the noncustodial parent
to the exemption?
Yes #No
Is there a decree or
agreement executed
before 1985 (and not
modified after 1984)
that entitles the
noncustodial parent to No
the exemption? —P>
Yes The custodial parent meets the
support test.
No
Did the noncustodial —P
parent provide at least
$600 of the child’s
support during the
year?
Yes
\ 4 \ 4 > The noncustodial parent meets
the support test.
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DetermininGg THE NUMBER OF

Exemprions 10 CLAIM

When determining the number of exemptions to claim, first look
at the personal exemptions and then review each of the tests for
dependency exemptions. There are many factors to consider as
well as several major exceptions.

REMEMBER: Do not claim an exemption for a person who
can be claimed on another return.

Exhibit 5 Can You Claim an Exemption for a Dependent?
Start Here
< No Was the person either a member of your household for the entire tax
year or related to you? (See Member of Household or Relationship
Test.)
L Yes
< No Was the person a U.S. citizen or resident, or a resident of Canada or
Mexico, for any part of the tax year?1
Yes
A 4
Yes
¢ Did the person file a joint return for the year?®
A 4 No
You cannot h 4 You can
claim an No Did you provide more than half the person’s total support for the claim an
exemption |@———— year? (If you are a divorced or separated parent of the person, see exemption
for this Support Test for Child of Divorced or Separated Parents.)’ for this
person. person.
% Yes A
Did the person have gross income of $3,000 or more during the tax No
year?* >
Yes
No
= Was the person your child?
¢ Yes
Yes
Was your child under 19 at the end of the year? }—}
¢ No
< No Was your child under 24 at the end of the year and a full-time Yes >

student for some part of each of five months during the year? (See
Gross Income Test.)

'If the person was your legally adopted child and lived in your home as a member of your household for the entire tax year, answer “yes” to this question.

?If neither the person nor the person’s spouse is required to file a return, but they file a joint return only to claim a refund of tax withheld, answer “no” to this
question.

SAnswer “yes” to this question if you meet the multiple support requirements under Multiple Support Agreement.
*Gross income for this purpose does not include income received by a permanently disabled individual at a sheltered workshop.
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CompLETING THE EXEMPTION SECTION
oF Forms 1040A anp 1040

Exemptions are claimed on lines 6a through 6d. The taxpayer’s
personal exemption is claimed on line 6a. The personal exemp-
tion for the taxpayer’s spouse is claimed on line 6b. The total of
lines 6a and 6b is entered on the line in the right-hand margin.
The dependency exemptions are claimed on line 6¢. The
columns on line 6¢ are self explanatory. In column 3, enter the
specific relationship for each dependent: son, daughter, grand-
son, granddaughter, etc. Column 4 is checked if the taxpayer’s
dependent is also a qualifying child for the child tax credit (see

lesson 11). The line 6¢ exemptions are totaled on the three Tax Tirs

right-hand-margin lines that relate to: Je % F K Kk ok ok ok ok

B Children who lived with the taxpayer, ::tI;smﬁosom l:::;:]p_

B Children who did not live with the taxpayer due to divorce or tions if another per-
separation, and son can claim the

B Other dependents not entered on the lines above. taxpayer as a

dependent.

Line 6d shows the total number of exemptions (See Exhibit 6).

Loson 2-13
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Be sure to use

the words “son,”
“daughter,” “grand-
son,” and “grand-
daughter” on line 6¢,
column 3. If you use
the word “child,”
there may be a delay
in processing the
return.

Tax Tips
2.8.0.0.0.0.0.6 6.6 ¢
Social Security
numbers are gener-
ally required for all
dependents. Failure
to enter the correct
social security
number may cause
the return to be
processed without
the bhenefit of the
dependency exemp-
tion. This may result
in increased tax or
decreased refund.

Exhibit 6 Form 1040/1040A, page 1
Exemptions 6a M Yourself. If your parent (or someone else) can claim you as a No. of boxes
dependent on his or her tax return, do not check box 6a. 6a and 6b P
b Iz Spouse \/ No.Gof cnildren
¢ Dependents: s | @) Vif qualifying  on 6c who:
P (2) Dependent’s social (?ng[?g?:rﬁeqtos child for child o lived with 1
) security number P tax credit (see  you -
(1) First name Last name you age 23)
If more than six - - - pag e did not live
dependents, James Nicholson 000:00: 3333 son % with you due
see page 22. ' ' D to divorce or
. . separation
D (seepage 24)
D Dependents
O on 6¢ not
entered above
L]
Add numbers
. . on lines 5
d Total number of exemptions claimed. above
Tax Tips TaxWise Hints
2.2.2.0.2.0.0.8.0.8 ¢

Tax law help is available at any point of tax preparation by pressing
F1 for tax assistance.

When entering the information for each child click on the DC
(Dependent Care) and the EIC (Earned Income Credit) boxes, if
applicable, even if you are not sure if the taxpayer will qualify. The
program will automatically determine the CTC (Child Tax Credit)
based on data you put in the system. EIC will be correctly computed
if the taxpayer qualifies.

2-14

»» Summing Up THis SECTION <<«

There are two types of exemptions: personal and dependency.
Each exemption reduces taxable income by $3,000 in 2002.

A personal exemption can be claimed for a taxpayer and
spouse if neither the taxpayer nor the spouse can be claimed
on another taxpayer’s return.

To claim a dependency exemption, the dependent must meet
all of 5 tests.

1. The Member of Household or Relationship Test.
2. The Citizen or Resident Test.

3. The Joint Return Test.

4. The Gross Income Test.

5. The Support Test.

There are two exceptions to the gross income test.

p Taxpayers’ children under age 19.
p Taxpayers’ children under age 24 who are full-time students.

There are two exceptions to the support test.

P The multiple-support agreement.
P Children of divorced or separated parents.

Lesson 2




Exercises

1.

Janice is 18 years old and a full-time student. She can be
claimed as a dependent on her parents’ tax return. Janice
will file Form 1040EZ to report income from her summer
job. How many personal exemptions can Janice claim on
her return?

. Tom Brown supports his wife’s uncle Jim (her mother’s

brother), who lives in another city. The Browns file a joint
return. Can the Browns claim Jim as a dependent if all
other tests are met?

. Ruth filed a joint return with her husband whom she mar-

ried in November. They claimed two personal exemptions
on their return. Ruth had no income; her husband had
$10,600 income. Can Ruth’s father, who supported her and
paid for the wedding, claim her as a dependent on his
return?

. Joe is 65 years old and lives with his son and daughter-in-

law. In 2002, Joe’s taxable pension income was $4,700. Can
Joe’s son and daughter-in-law claim a dependency exemp-
tion for Joe if all other tests are met?

. Randy’s son, Paul, earned $4,300 last year. Paul is 18

years old and started college in September 2002. Is the
gross income test met?

. Traci’s mother received $3,500 in social security payments

and $600 in interest. Traci paid $1,500 for her food and
$500 for her medical bills. Her mother paid $2,400 for lodg-
ing, $300 for recreation, $150 for clothes, $100 for trans-
portation, $400 for life insurance premiums, and $200 for a
television set.

A. What is the total support for Traci’s mother?

B. How much did Traci contribute toward her mother’s
support?

C. How much did Traci’s mother contribute toward her
support?

D. Can Traci claim a dependency exemption for her
mother?

Loson 2-15
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7. Mrs. Wood has three children, Mark, Tim, and Mary. Each
child contributes toward Mrs. Wood’s support. Mark pro-
vides 45 percent, Tim, 35 percent, and Mary, 10 percent.

A. Which, if any, of her children can claim a dependency
exemption for Mrs. Wood under a multiple-support
agreement?

B. If Mark is to claim the dependency exemption, who
must sign a statement waiving his/her right to claim

Mrs. Chase as a dependent?

8. Under the terms of Peter’s pre-1985 divorce decree, his for-
mer wife has custody of their child. The decree states that
Peter can claim the exemption. He provided $700 toward
the child’s support. Can he claim the exemption?
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% GETTING STARTED  Answers o Exercises

Exercise 1
0

Exercise 2
Yes; Jim is related by blood to Mrs. Brown.

Exercise 3
No, the husband has a filing requirement

Exercise 4
No; His gross income equals or exceeds the exemption amount of $3,000.

Exercise b
Yes; Paul is under the age of 19.

Exercise 6
A. $5,150 ($1,500 + $500 + $2,400 + $300 + $150 + $100 + $200)

Note that life insurance premiums are not considered support.
B. $2,000 ($1,500 + $500)
C. $3,150 ($2,400 + $300 + $150 + $100 + $200)

Note that life insurance premiums are not considered support.
D. No; he did not provide more than half of her support.

Exercise 7

A. Mark or Tim are eligible to claim the exemption. Both provide more than
10 percent of Mrs. Wood's support. Mary is not eligible since she does not
provide more than 10 percent of the support.

B. Only Tim must sign. Mary is not eligible to take the exemption. Therefore,
she does not have to sign a waiver.

Exercise 8
Yes; Peter provided at least $600 in support.
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Tax Tirs
2.0.80.0.6.0 6.6 6.6 ¢
The Filing Status
section of Form
1040A and the Filing
Status section of
Form 1040 are
identical.

Tax Tips

1 80,0800 8.8 8 ¢
Remember that to
file Form 1040EZ,

the taxpayer (and
spouse), must be
under age 65 on
1/1/2003 and not
blind at the end of
2002.

Tax Tips

2 8. 0.0.0.0.0.6.0.8 ¢
If more than one fil-
ing status applies to
the taxpayer, choose
the one that will
give the lowest tax.
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Lesson 2

SINGLE

A taxpayer is considered single if, on the last day of the year,
either of the following is true.

B The taxpayer was never married.
B The taxpayer was legally separated, according to state law,
under a decree of divorce or separate maintenance.

A taxpayer can also be considered single if the taxpayer was
widowed before January 1, 2002, and did not remarry in 2002.
However, the taxpayer may be able to use another filing status
that will give a lower tax. See Head of Household and
Qualifying Widow(er) with Dependent Child, later.

Magrriep FiLiv A JoInT RETURN

Taxpayers may use the married filing jointly status if they
are married. They are considered married if, on the last day of
the year, one of the following applies:

B They are married and live together as husband and wife.

B They live together in a common-law marriage recognized in
the state where they now live or in the state where the
common-law marriage began.

B They are married and live apart but are not legally separated
under a decree of divorce or separate maintenance.

B They are separated under an interlocutory (not final) divorce
decree.

B The taxpayer’s spouse died during the year and the taxpayer
has not remarried.

If taxpayers file a joint return, combine the husband’s and wife’s
tax items (for example, income) on the same return. Both the
husband and wife must sign the return and both are responsible
for any tax owed on that return. Taxpayers can choose the
married filing joint status even if only one spouse has income.

Taxpayers filing a joint return generally have a lower tax than
their combined tax for any other filing status.



MaRrriep FiLing A SEPARATE RETURN

Taxpayers who are married may choose to file separately. The
husband and wife report their own incomes and deductions on
separate returns. Taxpayers may choose the married filing
separately status even if one spouse had no income.

If the taxpayers live in a community property state, they must
follow state law to determine their separate income. For more
information, see Publication 555, Community Property.

If a married couple files separately and one spouse itemizes
deductions, the other spouse must also itemize deductions
because he or she cannot take the standard deduction. See
Lesson 5 for more information on itemized deductions.

Taxpayers filing separate returns generally have a higher tax
than when filing jointly. Occasionally, however, separate returns
may result in a lower tax. If you think this might be the case,
compute the tax liability for (a) married filing jointly and (b)
married filing separately. Choose the filing status that results
in the lower tax.

When a married taxpayer files separately, the taxpayer must
show his or her spouse’s name and social security number on the
return.

Heap oF HouseHoLp

In general, the head of household status is for unmarried tax-
payers (or those considered unmarried) who pay more than half
the cost of keeping up a home for a qualified relative during

the year.

Generally, taxpayers who file under the head of household
filing status have a lower tax than if they file as single. If they
qualify, taxpayers should use the head of household status
instead of the single status.

Head of Household Qualifications

1. The taxpayer must be unmarried (single, divorced, or

legally separated) on the last day of the year
OR
The taxpayer must meet the tests for married persons living
apart with dependent children (explained later in this lesson)
AND

2. The taxpayer must have paid more than half the cost of
keeping up a home that was the main home for more than
half the year (except for temporary absences) of any of the
following:

Tax Tips

1. 8.0.0.0.0.0.6.6 & ¢
If a taxpayer is mar-
ried, with a depen-
dent child, and lived
apart from the
spouse during the
last six months of
the year, the tax-
payer may be able
to file as head of
household. See the
head of household
requirements later
in this lesson.

Tax Ties

2 8.2.2.0.0.6.8.8.8 ¢
Some married cou-
ples do not want to
file married filing
jointly, even though
it results in the
lowest total tax.

For example, one
spouse may not
want to be respon-
sible for the other
spouse’s amount of
tax owed. In such a
case, the taxpayers
may use the married
filing separately fil-
ing status.

ALERT A

For information on
innocent spouse
relief, see
Publication 971,
Innocent Spouse
Relief.

Lesson 2
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Tax Tirs
2.0.80.0.6.0 6.6 6.6 ¢
The head of house-
hold filing status
may be confusing.
Many filing status
errors involve the
head of household
status. Be sure

that ALL of the
qualifications are
met before selecting
the head of house-
hold status.

2-20
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A. The taxpayer’s unmarried child—who must have lived
with the taxpayer but does not have to have been the
taxpayer’s dependent,

B. The taxpayer’s foster child—who must have lived with
the taxpayer and must have been the taxpayer’s depen-
dent (To qualify as a dependent, a foster child must live
with the taxpayer for the entire tax year.), or

C. Certain relatives (see the list at the end of this discus-
sion) who lived with the taxpayer and who were the
taxpayer’s dependents.

EXCEPTION: The taxpayer may claim head of household
filing status if the taxpayer’s parent is claimed as a depen-
dent, even if the parent does not live with the taxpayer.
However, the taxpayer must pay more than half the cost
of maintaining the parent’s home for the entire year.

D. The taxpayer’s married child—who must have lived with
the taxpayer and who must have been the taxpayer’s
dependent unless:

B The child is not a dependent because the taxpayer
signed a written declaration allowing the noncustodial
parent to claim the child as a dependent, or

B The child is not a dependent because the noncustodial
parent provides at least $600 of support for the child
and claims the child as a dependent under a pre-1985
divorce decree or agreement.

“Child” includes:
B Grandchild; stepchild; adopted child

“Relative” includes:
B Parent; grandparent
B Brother; sister; stepbrother; stepsister
B Half brother; half sister
B Stepmother; stepfather
B Mother-in-law; father-in-law
B Brother-in-law; sister-in-law
B Son-in-law; daughter-in-law
AND (if related by blood)
B Uncle or aunt; nephew or niece

“Relative” does not include cousins and more distant relatives.



Keeping Up the Home

Tax Tips

0. 0.2.6.6.6.6.6.0.6 ¢
Taxpayers cannot
claim the head of

The taxpayer must pay more than half the cost of keeping up
the home. The cost of keeping up a home includes: rent, mort-
gage interest, real estate taxes, insurance on the home, repairs,

utilities, domestic help, and food eaten in the home. Welfare household status if
payments are not considered amounts that the taxpayer fur- they can only claim
nishes to keep up a home. a dependent under

a multiple support
The home must have been the main home for more than half the agreement.

year, except for temporary absences. Temporary absences include
those for school, vacation, illness, business, or military service.

The following chart may help you decide who is eligible to claim
head of household filing status.

Exhibit 7
Qualifying Relations for Head of Household Tax Tirs
Relationship Must Must be Kk K ok Ak k ok ok ok ok
to Taxpayer Live with Taxpayer’s Some married tax-
Taxpayer? Dependent? SIEHCELL JEE
payer: p : head of household
1. Unmarried child, and do not know it.
randchild, or stepchild Yes No They think they
g ’ P must use the mar-
2. Married child, grandchild, ried filing separately
or stepchild Yes Yes* filing status. You can
be a big help to
3. Foster child Yes*i* Yes these taxpayers by
advising them to use
4. Mother or father No Yes the head of house-
. hold filing status t
5. Other relatives™* Yes Yes ggt th:aIII:)!\’I:e:tgi.o
Exceptions:

*The married child does not have to be the taxpayer’s depen-
dent if a noncustodial parent claims the child as a dependent
under the rules for children of divorced or separated parents.

**Cousins and more distant relatives do not qualify as “rela-
tives” in determining head of household status.

NOTE: The taxpayer’s home must be the main home of the
relative for more than half the year. The relative cannot be a
person who files a joint return.

***The foster child must live with the taxpayer for the entire year.
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Tax Tips
2.0.8.80.0.6.6.6.6.6 ¢
The IRS cannot
process a head of
household return
unless a depen-
dent's name is
entered in the
exemptions section
or a nondependent’s
name is entered on
the line next to the
Head of Household
filing the taxpayer’s
return.

ALERT A

Parents of children
who are presumed
to have been kid-
napped by someone
who is not a family
member may be able
to take the child into
account in determin-
ing their eligibility
for the head of
household or quali-
fying widow(er) fil-
ing status, deduction
for dependents,
child tax credit, and
the earned income
credit (EIC). For

Married Persons Living Apart With Dependent Children

Some married taxpayers who live apart from their spouses may
be considered unmarried for tax purposes. If so, these taxpayers
are permitted to file as head of household and receive the bene-

fit of lower tax amounts.

A married taxpayer can file as head of household if:
1. The taxpayer files a separate return,

2. The taxpayer paid more than half the cost of keeping up his
or her home for the year,

3. The taxpayer’s spouse did not live in the home during the
last six months of the year,

4. The taxpayer’s home was the main home of the taxpayer’s
child, stepchild, or adopted child for more than half of the
year or of the taxpayer’s foster child for the entire year, and

5. The taxpayer claims the child, stepchild, adopted child, or
foster child as a dependent, unless one of the following excep-
tions for divorced or separated parents applies:

B the taxpayer signed a statement allowing the noncus-
todial parent to claim the child as a dependent, or

B the noncustodial parent provided at least $600 for the
child’s support and can claim the dependent under a
pre-1985 agreement.

Reporting Head of Household Filing Status
Taxpayers must enter the name of the person who qualifies
them for the head of household status. If the person is a depen-
dent, enter the dependent’s name on line 6¢ of the exemption
section of the tax return. If the qualifying person is not a depen-
dent, enter the name of the nondependent person on line 4 in
the filing status section of the tax return.

details, see
Publication 501, Example 4
Exemptions, Samantha is divorced and provided over half the cost of keeping
;S:tandar d d‘;_fﬂ"c' up a home. Her five-year-old daughter, Pam, lived with her for
fons, and Fing seven months last year. Samantha does not claim Pam as a
Information or
Publication 596 dependent; her ex-husband does.
g‘;’g’:ﬁ;’ Income Samantha may use head of household status. Samantha must
' write Pam’s name in the space on Form 1040 or 1040A, on line 4.
Exhibit 8 Samantha’s Form 1040A, page 1
Filing 1] Single 4 [X]' Head of household (with qualifying person). (See page 21.)
status 2 [] Married filing jointly (even if only one had income) If the qqalifyi‘ng person is a child but not your dependent,
3 [] Married filing separately. Enter spouse’s SSN above and enter this child’s name here. » Pam
Check only full name_here. » 5 [ ] Qualifying widow(er) with dependent child
one box. (vear spouse died » ). (See page 22.)

2-22 Loson
BASIC




QuatLirving Wipow(er) wit DePENDENT CHILD

A widow or widower, with one or more dependent children, may
be able to use the qualifying widow(er) with dependent child
filing status. This filing status yields the lowest tax (the same
tax for married filing jointly).

If the taxpayer’s spouse died during 2000 or 2001 and the tax-
payer did not remarry before the end of 2002, the taxpayer may
be able to file as a qualifying widow(er) with dependent child. To
qualify, the taxpayer must:

B Have been entitled to file a joint return for the year the
spouse died (It does not matter whether or not a joint return
was actually filed.),

AND

B Have a child, foster child, adopted child, or stepchild who

qualifies as the taxpayer’s dependent for the year,
AND

B Have furnished over half the cost of keeping up a home that

was the main home of the child for the entire year.

An “adopted child” includes a child placed with the taxpayer by
an authorized placement agency for legal adoption.

Social Security survivor benefits received on behalf of the child
are considered to be amounts furnished by the child, not by the
parent.

In the year a taxpayer’s spouse dies, if the taxpayer does not
remarry, he or she can use the married filing jointly filing status
or married filing separately filing status and can claim an
exemption for the deceased spouse. For two years after the year
of death, the taxpayer may file as a qualifying widow(er) with
dependent child, but may not claim an exemption for the
deceased spouse. After the second year following the year of
death, the taxpayer can no longer use the qualifying widow(er)
filing status. The taxpayer may use either the head of house-
hold or single filing status depending on his or her situation
then.

The following chart may help you decide which filing status to
use for a taxpayer with a qualifying dependent if the spouse is
deceased and the taxpayer has not remarried.

@ PERSON
e T () e—
Person =

When seeking
detailed information,
be sensitive to the
taxpayer's feelings.
For example, talking
about a deceased
spouse may be very
upsetting for a tax-
payer regardless of
how much time has
passed since the
death of his or her
spouse.

Lesson 2
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Exhibit 9

Filing Status After Death of Spouse
Tax Year Filing Status Exemption for
Deceased Spouse?
1. Year of death Married (joint) Yes
OR
Married (separate) Yes
2. First year Qualifying widow(er)* No
after death
3. Second year Qualifying widow(er)* No
after death
4. After the second Head of household** No
year after death OR
Single No
*With a qualifying dependent.
**With a qualifying relative.

Taxpayers who use the qualifying widow(er) status must list the
year of the spouse’s death on line 5 of Form 1040A or 1040.

You may find the following flowchart helpful in determining the
correct filing status.

Exhibit 10 Determination of Filing Status

Were you married onthe | YES
last day of the year?

. |

A4 Did you and your spouse
Did you pay more than live apart during the last 6
half of household costs o - NOI' months of the year? YES
and maintain a home Single
for more than 6 months ’
for:
— Unmarried child v
— Married child Married Filing _ v
— Other relative? Jointly or Married Did you pay more than half of
—  Foster child? Filing Separately! |, N°| household costs for a dependent
_  Parent child who lived with you for more
?

_  Grandchild? than 6 months?

YES YES

Head of Household

! Qualifying Widow(er) - If you paid over half of the household costs for a dependent child, you can use this filing status for 2 years after the year of death of spouse.

2 Parent, grandparent, brother, sister, stepbrother, stepsister, half brother, half sister, stepmother, stepfather, mother-in-law, father-in-law, brother-in-law, sister-in-law, son-in-
law, daughter-in-law AND (if related by blood) uncle or aunt, nephew or niece.

3 The foster child must live with the taxpayer for the entire year and the taxpayer cares for the child as his or her own.

2-24 Loson
BASIC




TaxWise Hints

When using TaxWise to prepare a tax return, you will need to
have the Social Security Number of anyone who qualifies the
taxpayer for Head of Household filing status and is not the tax-
payer’s dependent.

For Qualifying Widow(er) filing status, you must enter the year
of death of the deceased spouse.

For Married Filing Separate status, you will need the spouse’s
full name and Social Security number.

»» Summing Up THis SEcTION <«

When completing their tax returns, taxpayers can use one of
five filing statuses:

Tax Status
(from lowest tax to highest tax)

1. Married filing jointly™

Qualifying widow(er) with dependent child*
Head of household

Single

EE

Married filing separately
* Numbers 1 and 2 yield the same (lowest) tax.

Filing status is indicated on lines 1 through 5 of Forms 1040A
and 1040. Selecting the correct filing status is one of the most
important aspects of completing a tax return because the filing
status factors in how much tax will be due. Remember that fil-
ing status requirements do not change, regardless of the tax
form used. If a taxpayer is qualified to use more than one filing
status, choose the one that will result in the lowest tax.
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Exercises

9.

10.

11.

12.

13.

14.

15.

Carol and Roger were married in 2001. They are not
divorced, but lived apart all of 2002. They are not legally
separated under a decree of divorce or separate mainte-
nance. They have no children. Can they use the married
filing jointly status?

Martin does not know which filing status to use. You ask if
he is married. He answers that he got divorced in
December but supported his wife all year and has not
remarried. Can Martin and his ex-wife file a joint return?

Ginger is single and paid more than half the cost of keep-
ing up her home. Her grandmother lived with her all year.
Ginger claims her grandmother as a dependent. What is
Ginger’s filing status?

Bill is single and lives alone. He paid over half the cost of
maintaining a home for his father for the entire year. He
claims his father as a dependent. What is Bill’s filing
status?

Franklin is single and lives alone. He paid over half the

cost of maintaining a separate home for his father. He does
not claim his father as a dependent. What is Franklin’s fil-
ing status?

Mrs. Carmine tells you that she is divorced and that her
21-year-old unmarried son lived with her all year. She paid
for their rent and food and provided over half of her son’s
total support. She cannot claim her son as a dependent
because he earned $4,000 and is not a student. Her son
used his earnings to pay for his car, clothing, and enter-
tainment. Can Mrs. Carmine file as head of household?

Kathy lived with her unemployed roommate, Sandra, for
the entire year. Kathy had to pay more than half of the
cost of keeping up their apartment. Can Kathy file as head
of household?




16.

17.

18.

19.

Jack has lived apart from his wife for several years. Their
children live with his wife but Jack pays over half the chil-
dren’s support. What filing status can Jack use?

Lily left her husband in August 2002. She took her children
with her. She supported the children during all of 2002 and
will claim them as dependents. Lily will not file a joint
return with her husband. Which filing status should Lily use
in 20027

Rose and her husband separated in October 2002, but were
still married on December 31, 2002. What filing status can
she use?

Dick’s wife died in 2000. Dick has not remarried. Dick pro-
vides all of the support for his two dependent children. What
will be Dick’s filing status for 2003?
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Exercise 9
Yes

Exercise 10
No

Exercise 11
Head of household

Exercise 12
Head of household

Exercise 13
Single
Exercise 14
Yes

Exercise 15
No; Sandra is not a qualifying relative.

Exercise 16
Married filing jointly or married filing separately.

Exercise 17
Married filing separately; she lived with her husband during part of the last six
months of 2002.

Exercise 18
Either married filing jointly or married filing separately.

Exercise 19
Head of household; he could claim qualifying widower for 2001and 2002 only.
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To decide who must file a tax return, you will need to know the Common
individual’s: QuEries
W filing status, In the instructions to
W age, Forms 1040EZ,
B gross income, 1040A, and 1040, you

. will find charts that
and if: help determine who
B special taxes might be owed on different types of income, must file and who

. . should file.
B some of the income is excludable or exempt,
B the individual can be claimed as a dependent on another’s
tax return,

B the individual is blind, or
B the individual received advance earned income credit pay-

ments.

You may not be familiar with some of the terms used on the list.
These terms will be explained in later lessons. For now, concen-
trate on learning how to use the charts and checklists.

How to Use the Charts and Flowcharts
You will use a set of charts to determine who must file. An indi-
vidual who cannot be claimed as a dependent on another tax-
payer’s return will use Chart A—For Most People. Based on the
individual’s circumstances, a person who can be claimed as a
dependent on another taxpayer’s return will use one of the
other charts. Chart C—Other Situations When You Must File
should be reviewed for every individual.
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PoTENTIAL
PitraLLs A
If a checklist or
chart indicates that
a person must file a
return, he or she
should do so even if
no tax is owed. If a
minor child must file
a return but cannot
do so, the child’s
parent or guardian
must complete and
sign a return for

the child.

Exhibit 11

Chart A—For Most People

THEN file a return

2-30

AND at the end of if your gross income?*
If your filing status is... 2002 you were* was at least...
Single Under 65 $ 7,700

65 or older 8,850
Married filing under 65 (both spouses) $13,850
jointly™#* 65 or older (one spouse) 14,750

65 or older (both spouses) 15,650
Married filing separately Any age $ 3,000
Head of household Under 65 $ 9,900
(see page 19) 65 or older 11,050
Qualifying Widow(er) Under 65 $10,850
with dependent child 65 or older 11,750

(see page 19)

*If you turned age 65 on January 1, 2003, you are considered to be age
65 at the end of 2002.

**Gross income means all income you received in the form of money,
goods, property, and services that are not exempt from tax including
any income from sources outside the United States (even if you may
exclude part or all of it). Do not include social security benefits
unless you are married filing a separate return and you lived with
your spouse at any time in 2002.

##*If you did not live with your spouse at the end of 2002 (or on the date
your spouse died) and your gross income was at least $3,000, you
must file a return regardless of your age.

Lesson 2




Exhibit 12

Chart B—For Children and Other Dependents

If your parent (or someone else) can claim you as a dependent, use this
chart to see if you must file a return.

In this chart, unearned income includes taxable interest and divi-
dends. Earned income includes wages, tips, and taxable scholarship
and fellowship grants.

If your gross income was $3,000 or more, you usually cannot be claimed
as a dependent unless you were under age 19 or a student under age 24.
For details, see Pub. 501, Exemptions, Standard Deduction, and Filing
Information.

Single dependents. Were you either age 65 or older or blind?

[J No. You must file a return if any of the following apply.
* Your unearned income was over $750.
* Your earned income was over $4,700.
* The total of your unearned and earned income was more than the
larger of—
* $750, or
* Your earned income (up to $4,450) plus $250.

[J Yes. You must file a return if any of the following apply.

* Your gross income was more than—

The larger of: PLUS This amount:
* $750, or $1,150 ($2,300 if 65
* Your earned income (up } or older and blind)

to $4,450) plus $250

* Your earned income was over $5,850 ($7,000 if 65 or older and blind).
¢ Your unearned income was over $1,900 ($3,050 if 65 or older and blind).

Married dependents. Were you either age 65 or older or blind?

[J No. You must file a return if any of the following apply.

* Your gross income was at least $5 and your spouse files a separate
return and itemizes deductions.

* Your unearned income was over $750.

* Your earned income was over $3,925.

® The total of your unearned and earned income was more than the
larger of—
* $750, or
* Your earned income (up to $3,675) plus $250.

[J Yes. You must file a return if any of the following apply.
* Your earned income was over $4,825 ($5,725 if 65 or older and blind).
¢ Your unearned income was over $1,650 ($2,550 if 65 or older and blind).
* Your gross income was at least $5 and your spouse files a separate
return and itemizes deductions.
* Your gross income was more than—

The larger of: PLUS This amount:
* $750, or $900 ($1,800 if 65
® Your earned income (up } or older and blind)

to $3,675) plus $250

Lesson 2
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Depenpents WHo Must or SHouLp FiLE
A RETURN—CHECKLIST

The dependents listed in the following checklist must or should
file a return.

Exhibit 13

Checklist—Children and Other Dependents

B A married dependent with at least $5 of income whose
spouse itemizes deductions on a separate return on Form
1040 must file a return.

B A dependent with at least $400 of net self-employment
income must file a return. (Self-employment income is
earned income from a trade, business, farming or profession
that is not paid by an employer. For example, seamstresses
and lawncare workers who work for themselves (and not for
someone else) are considered self-employed.)

B A dependent who is not required to file but had income tax
withheld should file a return to get a refund.

B A dependent who has to pay a tax, such as the alternative
minimum tax, must file a return.

OTHER SITUATIONS

Remember to review the Chart C—Other Situations When You
Must File chart after you use the other charts.
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Exhibit 14

Chart C—Other Situations When You Must File
If any of the conditions below applied to you for 2002, you must
file a return.
1. You owe any special taxes, such as:
* Social security and Medicare tax on tips you did not report to your
employer,
® Uncollected social security and Medicare or RRTA tax on tips you
reported to your employer or on group-term life insurance, Tax Tirs
® Alternative minimum tax, ¥k Y %k ok Kk ke
* Tax on a qualified retirement plan, including an individual retire- Do not become dis-
ment arrangement (IRA), or on an Archer medical savings account couraged if you do
(Archer MSA), or not understand all of
* Recapture taxes. (See instructions for line 61 in the Form 1040 the terms used in the
Instructions booklet). Other Situations
When You Must File
2. You received any advance earned income credit (EIC) payment from chart. Some of the
your employer. These payments should be shown in box 9 of your situations will be
W-2 form. explained in later
3. You had net earnings from self-employment of at least $400. I‘;a;'s;n;}tgg;lis;aslzlyé
4. You had wages of $108.28 or more from a church or qualified church- beyond the scope of
controlled organization that is exempt from employer social security the VITA/TCE
and Medicare taxes. Program.
5. You had any gains from the sale of stock or bonds.

WhHo Suoutp FiLe A RETurn?

The charts, noted previously in this lesson, may indicate that an
individual does not have to file a tax return. However, in three
instances, individuals should file a return:

B to claim a refund of withheld taxes,
B to claim the earned income credit, and
B to claim the additional child tax credit.

HEewping THose WHo Don't NEeep 1o FiLE

The Reduce Unnecessary Filing Program (RUF) is intended to
help certain individuals determine their need to file a federal
income tax return. Use Form 9452, Filing Assistance Program
Worksheet, to help potential unnecessary filers determine
whether or not they need to file.

Thank you for helping to save time and effort for your VITA and
TCE clients and for helping to reduce the cost to all taxpayers of
processing unnecessary returns by helping your clients with
Form 9452 and related materials, as needed.
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Exhibit 15

STUDENT NOTES

|
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Tax Tips
»» SumminGg Up THis SecTion <€« b

Use the charts provided in this section to determine who must If a taxpayer is not

and who should file a tax return. required to file a
federal income tax

return but still has
federal income tax
. withheld, you should
Exercises assist the taxpayer

- . ) with completing a
20. Emily is married and has one dependent child. She has not revised Form W-4,

lived with her husband since May and is head of house- Employee’s

hold. She is under 65 and not blind. Her gross income from Withholding

wages is $15,000. Is she required to file a tax return? Allowance

Certlflcafe, or qum

21. Larry and Zelda are married but will not file a joint W-4P, Withholding

return. Both are under 65 and not blind. Larry’s gross Certificate for

. ) , . . Pension or Annuity

income from wages is $30,150. Zelda’s gross income is Payments

$3,500.
A. Is Larry required to file?
B. Is Zelda required to file?
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7 Whro Musr FiLe
WhHo SHouLp FILE  Answers 1o Exercises

Exercise 20
Yes

Exercise 21
A. Yes
B. Yes




Tuc T

Form 1040EZ is for single and joint filers with no dependents. Ito’r\'m:‘fo‘:otz* XAX
The form is no longer designed to be read by an optical scanning 1040A, and 1040 are
machine. The form instructions booklet has a worksheet for tax- included in the Tax
payers who can be claimed as dependents. Forms Booklet
Appendix.

Form 1040A
Form 1040A is a two-page form. Page 1 of the form shows the Tax Tirs
filing status, exemptions, income, and adjusted gross income. e 3 kK kA k ok
Page 2 of the form shows the standard deduction, exemption Copies of many of
amount, taxable income, tax, credits, payments, amount owed these forms and

or refund, and signature. Form 1040A may have four schedules. schedules can be
found in the Tax

Use Schedule 1 to report interest and/or dividend income that is Forms Booklet
more than $400. Use Schedule 2 to report child and dependent Appendix, which

care expenses and to figure the credit. Claim the credit for the is part of your
elderly or the disabled on Schedule 3. This credit is explained Publication 678
in Lesson 15. If the taxpayer can take the earned income credit package.

and has a qualifying child, use Schedule EIC to give informa-
tion about that child. Schedule EIC is discussed and illustrated

in Lesson 10. Tax Tirs

e ke ke ke ke ko kok

If there is no entry
FURM 1040 for a line, leave it
Form 1040 is a two-page form. Page 1 of the form shows the 2;‘;“{::&:?:;:}0 on
filing status, exemptions, income, and adjusted gross income. lines that are not
Page 2 shows the standard deduction or itemized deductions, used.
the exemption amount, taxable income, tax, credits, other taxes,

payments, and the amount owed or refund due.
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IRS e-file offers quick and easy options to traditional paper
returns. These options include filing electronically through an
authorized tax practitioner, over the telephone, and by personal
computer. For those expecting a refund, these options all offer
Direct Deposit to a bank account. For those with a balance due,
paying is made easier with the option of payment by credit card
or a direct debit to their bank account.

Why e-file? Because IRS e-file makes filing faster and more
accurate and gets the taxpayer their refund in half the usual
time....even faster with Direct Deposit!

As a volunteer, you should become familiar with these options as
there will be occasions when you are called upon to answer ques-
tions from taxpayers regarding one or more of them. You may
even have the opportunity to volunteer at a VITA or TCE site
that has been set up to offer electronic tax filing. If so, you will
receive additional specialized training on using return prepara-
tion software and on other procedures unique to this type of site.

TeleFile

Eligible 1040EZ filers, single or married filing jointly, who
receive a TeleFile tax booklet and have the same address as

the previous year, can file their federal income taxes by using

a touch tone telephone and dialing a toll-free telephone number
found in the tax booklet. (Note: Taxpayers in Georgia, Indiana,
Kentucky, Maryland, Oklahoma, Oregon, or West Virginia have
the option to TeleFile both their federal and state tax returns in
the same toll-free telephone call.)

Here’s how it works: the taxpayer completes the TeleFile Tax
Record found in the booklet before making the call. The call,
which prompts the taxpayer through recorded instructions,
takes less than ten minutes. The TeleFile system calculates the
tax and refund (or balance due) and then files the tax return.
If the taxpayer requests Direct Deposit, a refund can be issued
in as little as 10 days. TeleFile is completely paperless;

no forms are mailed to IRS, not even W-2s! The taxpayer
“signs” the return with a special Customer Service Number
(CSN) provided in the booklet.

TeleFile is available 24 hours a day, seven days a week, through
August 15. It is also available to users of TDD/TTY equipment.
Credit card and direct debit payment options are available for
balance due returns.

Because TeleFile is so easy to use, and because it is completely
paperless, its use should be encouraged at every VITA and TCE
site that encounters an eligible taxpayer with a TeleFile tax
booklet. Even if there is no touch tone telephone available at the
site, you should do everything possible to convince the taxpayer
to file from home, or wherever a touch tone phone is available.



Lesson 3

IncomE

IntrODUCTION AND OBJECTIVES

In this lesson you will learn to distinguish between
taxable and nontaxable income. You will also learn
where to report the different types of income. In

addition, you will learn to make income entries of
Forms 1040EZ, 1040A, and 1040.

This lesson will help you achieve the following
objectives.

B Calculate and properly report taxable income.

B Determine where capital gain distributions are
reported.

B Determine who can use Schedule C-EZ.

B Accurately complete Schedule C-EZ and
Schedule SE.

TaxasLe AND NonTaxaBLE INcoME

Taxable income is any income that is subject to
tax. It must be reported on a tax return, unless the
amount is so small that the individual is not
required to file a return.

The following types of income are taxable:

Wages, salaries, bonuses, and commissions
Certain fringe benefits

Tips and other compensation for personal
services

Interest™

Dividends

Refunds of state and local taxes™*

Alimony received or separate maintenance
payments received

Business income

Hobby income (a hobby loss is not deductible)
Capital gains

Gain from the sale of property

Pensions and annuities (part may be nontaxable)
IRA distributions (part or all may be nontaxable)
Rents received

Royalties

[
[
[
|
[ |
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Ml Estate or trust income
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PoTENTIAL
PiTraLLS A
Reimbursements for
medical care are
generally not tax-
able, but the reim-
bursement may

reduce your medical
expense deduction.

Likewise, you can
get money tax free
from your Archer
medical savings
account (Archer
MSA) as long as you
use the money to
pay for qualified
medical expenses.
For more information
see Publication 969,
Medical Savings
Accounts (MSAs)
and Publication 502,
Medical and Dental
Expenses.

See also Lessons 4
and b, later.

SPECIAL
PopuLATIONS

S —

The Temporary
Assistance for
Needy Families
program (TANF),
replaced the Aid to
Families with
Dependent Children
program (AFDC).

3'2 Lesson 3
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B Supplemental unemployment benefits

B Unemployment compensation

B Railroad retirement benefits (part may be taxable)

B Social security benefits (part may be taxable)

B Jury duty pay

B Executors’ fees

B Gambling winnings (including lotteries, contests, raffles, etc.)

B Nonqualifying scholarships and fellowships

B Payments for punitive damages and damages not attribut-
able to physical injuries or sickness

B Certain long-term care benefits. If the taxpayer received copy
B of Form 1099-LTC, refer him or her to a paid professional
preparer because some of the benefits may be taxable.

*Some interest is not taxable (for example, state and local bonds
and qualified Series EE and Series I savings bonds used to pay
for higher education expenses).

**Refunds of state and local taxes are taxable only if the taxpayer
itemized deductions in the year the taxes were paid and the
individual’s tax liability was REDUCED because of the deduction.

Nontaxable income is income that is exempt from tax. If a
return must be filed, some types of nontaxable income will be
shown on the return but will not be added into the amount of
income subject to tax.

The following types of income are nontaxable:

Child support

Federal income tax refunds

Certain dividends on life insurance

Gifts, bequests, and inheritances (may be subject to other taxes)
Insurance and certain other payments for physical injury and
sickness

Interest on certain Series EE and Series I savings bonds
redeemed to pay for qualified higher education expenses
Interest on certain state and local obligations (municipal bonds)
Most life insurance proceeds paid upon death (and certain
accelerated death benefits or payments received under a life
insurance contract on the life of a terminally or chronically ill
individual before the individual’s death)

Public assistance payments (certain TANF payments)
Certain railroad retirement benefits (part may be exempt)
Social security benefits (part may be exempt)

Veterans’ disability benefits

Workers’ compensation

Qualified scholarships and fellowships

Certain dependent care services provided by employer
Interest on insurance dividends left with VA

Certain employer-provided educational benefits (up

to $5,250)

Employer-provided assistance for qualifying adoption
expenses. (Refer taxpayers with adoption expenses to

a paid professional tax preparer and to Publication 968,

Tax Benefits for Adoption)



B Restitution payments and excludable interest received by
Holocaust victims, their heirs, or their estates, for persecu-
tions are not taxable.

B Certain long-term care benefits. If the taxpayer received copy
C of Form 1099-LTC, he or she is not the policyholder. The
form is for information only and should be disregarded
because none of the benefits are taxable to him or her. If the
taxpayer received copy B of Form 1099-LTC, refer him or her
to a paid professional preparer because some of the benefits
may be taxable.

Example 1

LaDonna received the following income: wages, interest, child
support, alimony, inheritance, workers’ compensation, and lot-
tery winnings.

The wages, interest, alimony, and lottery winnings are taxable
income and will appear on LaDonna’s tax return.

Child support, inheritance, and workers’ compensation are non-
taxable income and will not appear on LaDonna’s tax return.

PoTENTIAL
PiTFALLS A
Form 1099-R reports
pension income, not
earned income.
Form 1099-R amounts
are not included on
line 7 of Form 1040.
They are reported on
Form 1040A, lines
12a and 12b or Form
1040, lines 12a and
12b. You will learn
how to report pen-
sions in Lesson 14,
Pensions.

Exercise 1
Indicate whether the income listed is taxable or nontaxable.

Type of Income Nontaxable Taxable

Wages

Dividends from stock

3. Veterans’ disability
benefits

4. Interest from savings
account

Credit union dividends

Cash bonuses

Inheritances

Tips

© ® s @

Workers’ compensation

10. Veterans’life insurance
dividends
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PoTenTIAL
PiTrALLS A
Volunteers should
be alert to the fol-
lowing possible

indications of fraud-
ulent activity:

Bl Forms W-2 that
are typed, hand-
written or have
noticeable cor-
rections

Bl Form W-2 from a
firm in the area
that is different
from other W-2s
issued by the
same firm

B Suspicious per-
son accompany-
ing the taxpayer
and observed on
other occasions

B Multiple refunds
directed to the
same address or
P.0. Box

B Employment or
earnings, that
are a hasis for
refundable cred-
its, that are not
well documented

B Similar returns
(e.g. same
amount of refund,
or same number
of dependents, or
same number of
W-2s)
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WHERE 10 REPORT INCOME

Taxpayers can report only wages, salaries, tips, unemployment
compensation, qualified state tuition program payments, Alaska
Permanent Fund dividends, taxable scholarship and fellowship
grants, and interest income of $400 or less on Form 1040EZ.

In addition to the types of income that can be reported on Form
1040EZ, ordinary dividends, capital gains distribution interest
income greater than $400, IRA distributions, pension and annu-
ity income, and taxable social security and equivalent railroad
retirement benefits can be reported on Form 1040A.

These and all other types of income can be reported on
Form 1040.

EARNED INcOME

Wages and Salaries

Total of wages, salaries, tips, and taxable scholarships and fel-
lowships are reported on Form 1040EZ, line 1, Form 1040A or
Form 1040, line 7.

Wages, salaries, and tips are primary examples of earned
income received for services performed. Wages and salaries are
compensation received. Tips are money and goods received as a
gratuity by food servers, maids, porters, etc.

Form W-2. Form W-2, Wages and Tax Statement, reports the
employee’s earned income for the year. Employers should issue
Form W-2 to every employee and a copy to the Social Security
Administration. Box 1, Wages, tips, and other compensation,
shows the amount of payments received in cash, goods and ser-
vices, bonuses, supplemental unemployment benefits, awards,
and taxable employee benefits. This amount should be included
on the return.

An individual taxpayer or a couple filing jointly might have one
or more W-2s from various employers. When the taxpayer
and/or spouse receive W-2s from their employers, add the
amounts from Box 1 of each W-2 and report the total amount on
the return.

Generally, if a household employee earned less than $1,300 a
year while working in the employer’s home, the employer is not
required to provide the taxpayer with a Form W-2. However, a
W-2 is required if the employer withheld federal income taxes.

If a taxpayer does not get a Form W-2, or if the one he or she
gets is not correct, the taxpayer will have to contact his or her
employer as soon as possible. Only an employer can issue a
Form W-2 or a Form W-2c.



In the event that the employer prepared an incorrect W-2, a
Form W2c¢, Corrected Wage and Tax Statement, should be
issued. Use the W-2¢ amounts on the return. Be sure to attach
the Form W-2c to the taxpayer’s return.

All wage, salary, and tip income must be reported on the
return, even if the employee did not receive a Form W-2.

If the taxpayer does not receive a Form W-2 by January 31, he
or she should first contact the employer and find out if or when
the Form W-2 was mailed. If after allowing a reasonable
amount of time for the employer to issue or reissue the Form
W-2, the Form W-2 still has not been received, he or she should
contact the IRS for assistance at 1-800-829-1040, but not before
February 15.

If after requesting a Form W-2 from the employer the taxpayer
does not receive it by the due date of the return, he or she
should file a Form 4852, Substitute for Form W-2, Wage and
Tax Statement or Form 1099-R, Distributions from Pensions,
Annuities, Retirement or Profit-Sharing Plans, IRA’s, Insurance
Contracts, Etc.

The taxpayer should keep a copy of Form 4852 for his or her
records and file a copy with the Social Security Administration
to ensure proper social security credit.

Form 1099-MISC. Taxpayers with earnings reported on Form
1099-MISC may be considered self-employed. These amounts are
reported on Schedule C-EZ or Schedule C. Net losses and profits
are reported on line 12 of Form 1040. Self-employment income is
discussed later in this lesson.

Tip Income

All tip income is taxable. Individuals who receive $20 or more
per month in tips while working one job must report their tip
income to their employer. Tips that are reported to employers
are included with wages on Form W-2, box 1. If the taxpayer
received tip income of $20 or more in a month and did not
report all of those tips to the employer, he or she must report
the social security and Medicare taxes on the unreported tips as
additional tax on Form 1040. Form 4137, Social Security and
Medicare Tax on Unreported Tip Income, should be used to com-
pute and report the additional tax.

Individuals who receive less than $20 per month in tips
while working one job do not have to report their tip income to
their employer. Additionally, noncash tips (for example, tickets
or passes) do not have to be reported to the employer. Tips of
less than $20 per month or noncash tips are not subject to social
security and Medicare taxes. However, this tip income is subject
to federal income taxes and must be reported on line 7 of Form
1040 or Form 1040A, or line 1 of Form 1040EZ.

Tax Tips

2 2.8.2.0.60.6.8 8.8 ¢
Some employers
misclassify workers
as independent con-
tractors and report
their earnings on
Form 1099-MISC.
Taxpayers who
believe that they
have been misclas-
sified should con-
tact the IRS.

Tax Ties

2. 2.0.0.8.8.6.6.6 8¢
If the taxpayer fails
to report tip income
as required to the
employer, the tax-
payer may be sub-
ject to a penalty
equal to 50% of the
social security and
Medicare taxes
owed on unreported
tips.
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PoTENTIAL
PitraLLs A
The following indi-
viduals cannot file
Form 1040EZ or 1040A;
they must file Form
1040: (1) Individuals
who received $20 or
more in tips in any
month while work-
ing for one employer
and who did not
report the full
amount to the
employer. (These
tips are subject to
social security and
Medicare tax.) (2)
Taxpayers whose
Form W-2 has an
amount entered in
box 8, Allocated
tips, that they must
report as income.
For more informa-
tion, see Publication
531, Reporting Tip
Income.

3-6
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Allocated tips are tips an employer assigns to an employee.
They are in addition to the tips the employee reported to the
employer. The taxpayer may have allocated tips if he or she
worked in a restaurant, cocktail lounge, or similar business that
must allocate tips to employees.

Allocated tips are shown separately in box 8 of Form W-2. They
are not included in the amount in box 1. The taxpayer must
report allocated tips on his or her tax return unless either of the
following exceptions applies.

1) The taxpayer kept a daily tip record, or other evidence that
is as credible and as reliable as a daily tip record, as
required under rules explained earlier.

2) The taxpayer’s tip record is incomplete, but it shows that
his or her actual tips were more than the tips reported to
his or her employer plus the allocated tips.

If either exception applies, report actual tips on the return. Do
not report the allocated tips.

If the taxpayer is required to report allocated tips on the return,
the amount on Form W-2, box 8, should be added to the amount
in box 1. The total is reported on line 7 of Form 1040. Allocated
tips cannot be reported on Form 1040EZ or 1040A, and are sub-
ject to social security and Medicare taxes.

Example 2

Fred works as a repairman during the week and as a barber on
alternate Saturdays. His tips are less than $20 in any month
and he does not report them to his employer. The amounts from
box 1 on his Forms W-2 show income of $23,500 (repairman)
and $1,950 (barber). His unreported tip income was $200.

Fred will report $25,650 on Form 1040A, line 7. This is the total
of his Form W-2, box 1 income and his unreported tip income
($23,500 plus $1,950 plus $200).

If Fred reported his tip income to his employer, the tips would
be included in box 1 of the Form W-2 that he received from the
barbershop. The amount in box 1 of that Form W-2 would be
$2,150 ($1,950 plus $200). Fred would still enter $25,650 on line
7 ($23,500 plus $2,150).

The taxpayer should keep a copy for his or her records and file
a copy with the local Social Security Administration to ensure
proper social security credit.



Scholarships and Fellowships
Some scholarships and fellowships may be partially taxable. If

the taxpayer received a Form W-2 for the scholarship or fellow- Common
ship, add the amount in box 1 to any other box 1 amounts. QuERIES
Enter the total on line 1, Form 1040EZ, or line 7, Form 1040A .

or 1040. To determine if any

part of a scholarship

Even if the taxpayer did not receive a Form W-2 for the scholar- or fellowship is
taxable, see the

ship or fellowship, the taxable portion of the scholarship or - 4
. . instruction booklet

fellowship must be reported. Add the taxable portion to other for Form 1040A or

Form W-2, box 1 amounts and unreported tip income. Enter the Form 1040 and

total on line 7 (Form 1040 or 1040A) or line 1 (Form 1040EZ). Publication 520

Write “SCH” and the amount not reported on Form W-2 in the Scholarships and

space to the left of line 7 or line 1, whichever applies. Fellowships.
Exercise 2

A. Mandy worked two jobs. She was a quality inspector during
the week and a bartender on the weekends. She reported
all of her tip income ($3,000) to her employer. Her Forms
W-2, box 1, showed income of $21,000 (quality inspector)
and $8,250 (bartender). What amount will Mandy report on
her Form 1040A, line 7?

B. Peter works as a food server in an expensive restaurant. He
tells you that he did not report his tip income of $18,100 to
his employer. Can Peter file Form 1040A?

C. Alex had several employers during the tax year. On
February 3, 2003, he comes into the VITA site to have his
return prepared. He tells you that he has not received the
Form W-2 for XYZ Inc. What should you tell Alex?

PoTENTIAL
INTEREST INcOME PiraLLS A

Some savings and

loans, credit unions,

M is deposited in accounts in banks, savings and loans, cooperative banks,
credit unions, and mutual savings

B is used to buy certificates of deposit or bonds, or g?sl::(iiﬁ;::nt:g:ivi-
B is lent to another person or business. T N
dends” are really
interest and are
reported as interest.
True dividends are
different and will be
discussed later in
this lesson.

Money earns interest when it:

Interest income is considered unearned income. Money, not a
person, is working to earn the income.

Lesson 3 3' 7
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TaxaBLE INTEREST INCOME

Savings Accounts
Interest is reported in the year that it is credited to the tax-
payer’s account and is available for withdrawal by the taxpayer.
The taxpayer should report all interest received during the year,
even if the interest is not entered in the taxpayer’s passbook.

U.S. Savings Bonds

Interest on U.S. savings bonds is earned in one of two ways.

B Some bonds are issued at a “discount” and the interest earned
equals the increase in the bond’s value over a period of time.
B Some bonds pay interest at stated intervals of time.

Series EE and Series I Bonds. Series EE bonds are the most
common type. They are issued at a discount; this means that
the purchase price is less than the face value (the amount
shown on the bond). The interest is the difference between the
purchase price and the amount received when the bonds are
redeemed (cashed in).

Series I bonds were first offered in 1998. They are issued at face
value with a maturity period of 30 years. Interest on these
bonds is paid when the bond is redeemed.

Taxpayers can choose one of two ways to report interest income
from these bonds.

B Report the increase in value when the bond is cashed in or
when the bond matures, whichever is earlier.
B Report the increase in the bond’s value each year.

Generally, taxpayers must use the same method for all Series
EE and Series I bonds they own.

If a U.S. savings bond is issued in the names of co-owners, such
as the taxpayer and child, or the taxpayer and spouse, interest
on the bond is generally taxable to the co-owner who purchased
the bond. To determine who is responsible for paying the tax on
a bond see the table below.

3'8 Lesson 3
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Exhibit 1

Who Pays Tax on U.S. Savings Bond Interest

IF...

THEN tax on the bond
interest must be paid by...

You use your funds to buy a
bond in your name and the
name of another person

as co-owners.

You.

You buy a bond in the name
of another person, who is
the sole owner of the bond.

The person for whom you
bought the bond.

You and another person buy
a bond as co-owners, each
contributing part of the
purchase price.

Both you and the other co-
owner, in proportion to the
amount each paid for the bond.

You and your spouse, who live
in a community property
state, buy a bond that is
community property.

You and your spouse. If you file
separate returns, both you and
your spouse generally pay tax

on one-half.

Example 3

Barbara owns a $500 U.S. Series EE savings bond. She paid
$250 for the bond. When the bond matures, Barbara will receive
$500. At the end of the first year, the bond was worth $265.

Barbara can report interest income in one of two ways.

B She can report $250 of interest income when the bond
matures. This is the difference between the $500 value at
maturity and the $250 she paid for the bond. Barbara
would report interest income only once, at maturity.

B She can report $15 of interest income at the end of the first
year. This is the increase in value at the end of the year
($265 minus $250). Barbara would report interest income

each year until maturity.

Excludable Interest on U.S. Savings Bonds. Taxpayers
may be able to exclude from income all or part of the interest
received from certain qualified U.S. savings bonds. The tax-
payer must have paid for qualified higher education expenses
the same year the bonds are cashed. The bonds must be either
Series EE bonds issued after 1989 or Series I bonds in the tax-
payer’s name or, if married, the taxpayer’s name or spouse’s
name. The individual in whose name the bonds were issued
must be 24 years of age or older before the bonds were issued.
The taxpayer cannot file married filing separately.




PoTENTIAL
PiTrALLS A
For purposes of the
savings bond inter-
est exclusion, quali-
fied higher

education expenses
do not include:

H those that the
taxpayer used to
claim the Hope
or lifetime learn-
ing credits, or

M distributions
from Coverdell
ESAs that the
taxpayer
excluded from
income.

B those paid with
scholarships and
fellowship distri-
butions that
were excluded
from income.

B those paid with
any nontaxable
payments
received (other
than gifts,
bequests, or
inheritances)
such as veterans’
educational
assistance bene-
fits, benefits
under a qualified
state tuition pro-
gram, or tax-free
employer-pro-
vided educa-
tional
assistance.

The Hope and life-
time learning cred-
its are discussed in
Lesson 9. The
Coverdell ESA is
discussed later in
this lesson.

3-10  iosns
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Qualified higher education expenses include tuition and fees
paid to an eligible educational institution for the bond owner,
the bond owner’s spouse, or the bond owner’s dependent for
whom the bond owner claims an exemption. An eligible educa-
tional institution is any college, university, vocational school, or
other postsecondary educational institution eligible to partici-
pate in a student aid program administered by the Department
of Education.

Qualified expenses include any contribution to a qualified
state tuition program or to a Coverdell ESA. (For more informa-
tion, get Publication 970, Tax Benefits for Higher Education).

Use Form 8815, Exclusion of Interest From Series EE and I

U.S. Savings Bonds Issued After 1989 (For Filers with Qualified
Higher Education Expenses), to report the exclusion of interest
income. The excludable amount is transferred from Form 8815
to Part I, line 3 of Schedule 1 (Form 1040A) or to Schedule B
(Form 1040).

Series HH Bonds. The interest on these bonds is paid twice
a year. Report the interest on these bonds in the year in which
it is received.

Other U.S. Obligations. Interest on other U.S. obligations,
such as U.S. Treasury notes and bonds, is fully taxable when
received.

Savings Certificates, Money Market Certificates, and Other
Deferred Interest Accounts

Interest that is paid at fixed intervals of one year or less is
included in taxable income when it is received or when the tax-
payer could receive it (that is, when it is credited to the account,
even if it is not withdrawn) without paying a substantial penalty.

If an account matures in one year or less and provides a single
interest payment at maturity, include the interest in taxable
income when the account matures and the interest is received.

Example 4
Duane has a six-month certificate of deposit (CD) that matures
in January 2003. He will receive $75 in interest income.

Duane will report the interest income on the certificate of
deposit on his 2003 tax return. It matures in one year or less
with a single interest payment at maturity.

Certificates of Deposit with Maturities of Over One Year
If interest on a CD is deferred for more than one year, the tax-
payer must include a part of the interest in income each year.
The taxpayer should receive Form 1099-INT stating the amount
to report.



Example 5

Deborah has a two-year CD that pays interest every three
months. She bought the CD on March 1, 2002. It matures on
February 29, 2004.

For 2002, Deborah reports the interest income earned from
March through December. For 2003, she will report 12 months
of interest. For 2004, she will report two months of interest.

Original Issue Discount. Long-term obligations that pay no
interest before maturity are considered to be issued at a dis-
count. Original Issue Discount (OID) is the amount by which
the principal amount (redemption price at maturity) of a long-
term debt instrument, such as a bond or note, exceeds its issue
price. Taxpayers generally report a portion of the OID each year
until the obligation matures.

Example 6

Roger purchased a $1,000 U.S. Treasury Zero Coupon Bond for
$350. When the bond matures, Roger will receive $1,000. He
will receive no interest income until the bond matures many
years later.

The difference between the redemption amount ($1,000) and the
issue price ($350) is the OID ($650). Each year until maturity,
Roger must recognize part of the OID as taxable interest
income.

Interest on Insurance Proceeds
Life insurance proceeds include interest. Taxpayers can receive
life insurance policy benefits paid upon the death of the insured
either in a lump sum or in installments. Generally, if the pay-
ments are received in installments, the portion that is interest
must be included in the taxpayer’s income. However, if the
insured individual died before October 23, 1986, and was the
taxpayer’s spouse, the first $1,000 of interest income received
each year is not taxed if the payments are received in install-
ments. This exclusion does not apply if proceeds are left on
deposit with the insurance company and only interest is paid.

Life insurance dividends generally are not taxable. These divi-
dends may be used to reduce life insurance premiums due, pur-
chase additional paid-up insurance, or earn interest. In general,
the interest earned on life insurance dividends is taxable when
it is credited to the taxpayer’s account.

Interest on insurance dividends that have been left on deposit
with the Department of Veterans Affairs (VA) is not taxable.
Do not include this interest in taxable income. Any open year
return on which such interest was reported as taxable can be
amended for a refund of the tax.

Lesson 3 3'11
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Tax Tips

0.8 6.6.0.0.6.0 6 ¢
A taxpayer can
claim either the
Hope credit or life-
time learning credit,
in the same year you
take a tax-free with-
drawal from a
Coverdell ESA, pro-
vided that the distri-
bution from your
Coverdell ESA are
not used for the
same expenses for
which a credit is
claimed. For addi-
tional information
on the Hope credit
or the lifetime learn-
ing credit, see
Lesson 9, Education
Credits.
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CoverperL ESA

Generally, an individual can establish a Coverdell ESA for a
child who is under age 18. Contributions to a Coverdell ESA are
not deductible. Amounts in the ESA grow tax free until they are
distributed. No tax is due on distributions if the beneficiary had
qualified education expenses (such as tuition, books, equipment,
and certain other expenses needed to enroll at or attend an eli-
gible educational institution), that were at least as much as the
distributions during the year.

If Form 1099-R shows “M” in box 7, the taxpayer has received a
distribution from a Coverdell ESA. Ask the taxpayer/beneficiary
whether the distribution was more than the amount spent on:

B tuition, fees, books, supplies, and equipment needed to enroll
at or attend a qualified educational institution,

B a qualified tuition program, or

B room and board if the beneficiary is at least a half-time stu-
dent at the educational institution.

If the amount of the distribution was not more than the amount
spent in these ways, the entire distribution is tax free. Report it
on Form 1040A, line 11a, and leave line 11b blank; or report it
on Form 1040, line 15a, and leave line 15b blank.

Refer the taxpayer/beneficiary to a paid professional tax pre-

parer if the distribution was more than the amount spent for

the purposes described above. Part or all of the distribution is
taxable and must be computed.

Tax-EXempt INTEREST

Certain types of interest are exempt from federal income tax.
Bonds issued by the following entities generally pay tax-
exempt interest:

B State and political subdivisions (county or city),
B District of Columbia, and
B U.S. possessions and political subdivisions.

Examples of tax-exempt bonds are those issued by:

B Port authorities

B Toll-road commissions

B Utility service authorities

B Community redevelopment agencies
B Qualified volunteer fire departments
B Some mutual funds

Although tax-exempt interest is not taxable, the taxpayer must
report all tax-exempt interest on Form 1040, 1040A or 1040EZ.



Form 1099-INT

Interest income is reported to the taxpayer on Form 1099-INT,
Interest Income. A copy of Form 1099-INT is also sent to the IRS.

Box 1 shows taxable interest income from various institutions.

Some taxpayers withdraw funds from a time deposit before the
maturity date of the account and, therefore, incur an interest
penalty. The early withdrawal penalty is reported on Form
1099-INT in box 2. Report the total interest earned, shown in
box 1 of Form 1099-INT, on line 8a of Form 1040. Do not sub-
tract the penalty from the total interest. The early withdrawal
penalty is an adjustment to income and is entered on line 32 of
Form 1040.

Box 3 shows U.S. savings bond and Treasury obligations inter-
est. Be sure to ask the taxpayer about this interest income. The
amount shown on Form 1099-INT may be too high if the tax-
payer was not the original owner of the bond or if the taxpayer
has reported the interest income each year as it was earned.

Some Forms 1099-INT will have entries in box 4 indicating that
federal income tax has been withheld from the interest paid. Be
sure to include the amount shown in box 4 with other tax with-
held on Form 1040A, line 39, or Form 1040, line 62.

Form 1099-0ID

Form 1099-O1ID, Original Issue Discount, reports the amount
of Original Issue Discount income that a taxpayer should report
as income for the year. A copy of Form 1099-OID is also sent to
the IRS.

Box 1 shows the amount of interest (OID) for the year if the tax-
payer bought the obligation at its original issue and held the
issue all year.

Box 2 shows regular interest paid on the obligation other than
the OID income.

Reporting Interest Income

If the taxpayer is a 1040EZ filer, taxable interest income is
reported on line 2. 1040EZ filers should report tax-exempt inter-
est by writing “TEI” and the amount of tax exempt interest on
line 2 as shown in the example below. Do not include tax-
exempt interest in the Dollars/Cents portion of line 2. If the tax-
payer’s interest income is more than $1500, he or she cannot
file a Form 1040EZ.

Tax Tips
2.2.0.0.0.0.0.6.0.8 ¢
A copy of a Form
1099-INT can be
found in the Tax
Forms Booklet
Appendix, which is
a part of your
Publication 678
Package.

Tax Tips

2 2.8.2.0.0.6.8.8 8 ¢
Taxpayers must
report the following
types of interest
income on Form
1040. These types of
income cannot be
reported on Form
1040EZ or 1040A:

(1) Original Issue
Discount (0ID) that
is different from the
amount reported on
Form 1099-0ID;

(2) accrued interest
received or paid on
securities trans-
ferred between pay-
ment dates, and

(3) bond interest
income reduced by
amortizable bond
premium.

Tax Tirs
2.0.0.0.0.0 0.6 6.6
Some taxpayers
will receive a
mutual fund state-
ment which shows
tax-exempt interest.
Be sure to include
the tax-exempt
interest on the
return.
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Example 7

Jennifer received taxable interest income of $65 and tax-exempt
interest income of $23. She would report her interest income as
shown in the exhibit below.

Taxpayers should
not have received a
Form 1099-INT for
tax-exempt interest.
But if they do, they
must report it on
Form 1040A,
Schedule 1, line 1,
or Form 1040,
Schedule B, line 1.

Tax Tips

1 2.8.2.0.80.6.8 .8 8 ¢

Taxpayers must com-

plete Schedule B,

Part lll if they:

W had over $1500 of
interest or ordi-
nary dividends

B had a foreign
account, or

B received a distri-
bution from, or
were a grantor
of, or a transferor
to, a foreign trust.
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Exhibit 2 Jennifer's 1040EZ
| 1 Total wages, salaries, and tips. This should be shown in box 1 of your W-2
ncome form(s). Attach your W-2 form(s). 1
Attach
Eg:?(s) W-2 2 Taxable interest..If the total is over $400, you cannot use Form 1040EZ. TEI=$2300 2 6 5 O O
Enclose, but 3 Unemployment compensation, qualified state tuition program earnings, and
do not attach, Alaska Permanent Fund dividends (see page 14). 3
any payment.
4 Add lines 1, 2, and 3. This is your adjusted gross income. 4
Note. V. 5 Can your parents (or someone else) claim you on their return?
m?:t. p::{\k l Yes.  Enter amount from No. If single, enter 7,450.00.
Taxpayers who file Forms 1040A or 1040, report taxable inter-
Tax Tirs est income on line 8a and tax-exempt interest on line 8b.
2.8.2.0.0.0.0.6.0.0.9

If the taxpayer files Forms 1040A or 1040 and:

B Has interest income of more than $1500,

B Wants to claim an exclusion for savings bond interest in the
same year that he or she paid for qualified higher education
expenses, or

B Receives a Form 1099-INT for tax-exempt interest,

Schedule 1, Part I (1040A) or Schedule B, Part I (1040) must be
completed, before making an entry on line 8a or 8b.

If the tax-exempt interest is shown on a Form 1099-INT, and a
Schedule 1 or B must be filed, the taxpayer must include tax-
exempt interest on Schedule 1 or B. It should be reported on
line 1 but it should not be included in the total on line 2.
Instead, under the last entry on line 1, a subtotal of all interest
listed should be made. Below the subtotal, the taxpayer should
write “Tax-exempt interest” and show the amount. Subtract it
from the subtotal and the result should be entered on line 2.

On Schedule 1 or Schedule B, Part I, list the interest payers’
names and the various amounts received for each form, even if
there are two or more forms from the same source.




Exercise 3

A. Randy and Ann have three Forms 1099-INT: Epping
National Bank, $62; Epping Credit Union, $178; and
Brenton Savings and Loan, $760.

1. How much interest income will be reported on
Schedule 1 (Form 1040A)?

2. How much interest income will be reported on Form
1040A, line 8a?

B. Catherine received $398 interest income this year. She files
Form 1040EZ. How much interest income is reported on
her return, and where is it reported?

C. Emily and Andrew file a joint return on Form 1040. They
have the following interest income: City Savings and Loan
(joint), $320; Third National Bank (Andrew), $100; U.S.
Series HH Savings Bonds (joint), $45; and Welder’s Credit
Union (Emily), $30.

How much interest is reported on their Form 1040, and
where is it reported?

Divipenp Income Anp OTHER CORPORATE
DiSTRIBUTIONS

Dividends are payments made by corporations to share-
holders. Dividends can also be paid through partnerships,
estates, or trusts.

There are several types of corporate distributions, including
ordinary dividends, capital gain distributions, nontaxable distri-
butions, stock dividends, and others. Most dividends are paid in
cash. Some dividends, however, are paid in property, services, or
additional shares of stock. Only ordinary dividends can be
reported on Form 1040A. Any other dividends or distributions
received are reported on Form 1040. Taxpayers with dividend
income may not use Form 1040EZ. Other types of dividends and
distributions include the following:

B Dividend reinvestment — Through dividend
reinvestment, instead of receiving cash (a dividend check),
some stockholders ask the corporation to use their dividends
to purchase more shares of the corporation’s stock. The
shareholders “reinvest” their dividends. The dividend is tax-
able at the time it would be paid if it were in cash.

Lesson 3 3'15
BASIC




Tax Tirs
2.0.2.0.6.6.6.0 6 & ¢
Credit union divi-
dends are reported
as interest.

Tax Tips

2 8.80.60.0.6.0.6.6.8 1
A copy of a Form
1099-DIV is included
in the Tax Forms
Booklet Appendix,
which is a part of
your Publication 678
Package.

Tax Tips
.0.2.0.6.6.6.6 6.6 ¢
Use ditto marks to
save time when re-
porting more than
one Form 1099-INT
or Form 1099-DIV
from the same finan-
cial institution or
corporation.
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B Capital gain distributions — Mutual funds (regulated invest-
ment companies) and real estate investment trusts (REITs)
pass capital gains to their investors in the form of capital
gain distributions. Capital gain distributions are treated
as long-term capital gains, regardless of how long the tax-
payer holds the shares. See Lesson 12, Sale of Stock, for more
information on capital gains.

B Return of capital — A return of capital represents a return
of part of the taxpayer’s investment in the stock of the com-
pany. A return of capital reduces the basis of the stock and is
not taxed until the taxpayer’s basis in the stock is fully recov-
ered. Any return of capital in excess of basis is treated as a
capital gain and is reported on Schedule D, Capital Gains
and Losses.

B Stock dividends — Stock dividends increase the taxpayer’s
number of shares in the company. Generally, stock dividends
are not taxable.

Other types of nontaxable dividends are:

B Exempt-interest dividends paid by mutual funds (This inter-
est is listed on Form 1040, line 8b.)

B Dividends on insurance policies, as long as they do not exceed
the total of all net premiums paid by the taxpayer

B Dividends on veterans’ insurance

B Certain patronage dividends

Reporting Dividends and Capital
Gain Distributions

The payer reports dividends and certain other distributions on
Form 1099-DIV, Dividends and Distributions.

Ordinary dividends are reported in box 1 of Form 1099-DIV.
Add the amounts in box 1 from all the Forms 1099-DIV the tax-
payer received. If the total is:

B $1500 or less, enter the total on line 9 of Form 1040A or
1040.

B over $1500, complete Schedule 1 (Form 1040A), Part II, or
Schedule B (Form 1040), Part II. Transfer the result to line 9
of Form 1040A or 1040.

On Schedule 1 or Schedule B enter the payer’s name and the
amount received for each Form 1099-DIV even if the same cor-
poration used separate forms to report more than one distribu-
tion. If the taxpayer has a substitute Form 1099-DIV from a
brokerage firm, it may show a total for dividends received.
Enter the brokerage firm as the payer of the dividends and
enter the total dividend amount. Do not list the dividends
individually.



Some taxpayers receive dividend income from shares that the
husband and wife own jointly. If they file a joint return, enter
the total dividend in the appropriate place on the return. If they
file separate tax returns, divide the dividend by two. Report half
on the husband’s return and half on the wife’s return.

Capital gain distributions occur when a mutual fund (regulated
investment company) sells assets for more than their cost, and
the realized capital gain is distributed to the fund’s sharehold-
ers. This should not be confused with a capital gain that occurs
when the owner of a mutual fund or a capital asset sells shares
in the fund or the asset for more than the cost and realizes a
capital gain. For more information on capital gains and losses,
see Lesson 12, Sale of Stock.

Payers report capital gain distributions in box 2a of Form 1099-

DIV. Taxpayers can report capital gain distributions directly on II:'X*.EP*S* R
Form 1040A or Form 1040 if: If the taxpayer has
unrecaptured

B The only amounts the taxpayer has to report on Schedule D

are capital gain distributions (box 2a), section 1250 gain

from mutual funds or
B The taxpayer does not have any 28% rate gain (box 2b), real estate '“"‘:ls"
qualified 5-year gain (box 2c¢) unrecaptured section 1250 gain UL h OIS

(box 2d), or section 1202 gain (box 2e), and 2(:?#“08': :ﬁgzl:gﬁ;ns,

B If the taxpayer files Form 4952, Investment Interest Expense 4952, advise the tax-
payer to consult a

Deduction, the amount on line 4e of Form 4952 is not more paid professional
than zero. tax preparer.

If the taxpayer does not meet the requirements to report the
capital gain distribution directly on Form 1040A or Form 1040,
a Schedule D, Capital Gains and Losses must be filed. If a
Schedule D is not required, the capital gain distributions can be
reported directly on line 13 of Form 1040, or line 10 of Form
1040A. Capital gain distributions are not reported on Form
1040EZ.

If capital gain distributions are reported directly on Form 1040
or Form 1040A:

B Check the box next to line 13, Form 1040 and
B Use the Capital Gain Tax Worksheet from either the Form
1040A or 1040 instruction booklet to compute tax.

Lesson 3 3'1 7
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The volunteer should be careful not to ignore other boxes on the
Form 1099-DIV.

B Box 2c¢, Qualified 5-year gain. If the taxpayer has an entry in
box 2¢, see Lesson 12 for the proper treatment of the gain.

B Box 4, Federal income tax withheld. Be sure to include this
amount on line 39 of Form 1040A or line 62 of Form 1040.

B Box 5, Investment expenses. If the taxpayer files Form 1040
and itemizes deductions on Schedule A, report the amount
from box 5 as a miscellaneous itemized deduction subject to
the 2%-of-adjusted-gross-income limit. (See Itemized
Deductions in Lesson 5.)

B Box 6, Foreign tax paid. If the taxpayer has an entry in box 6,
see Lesson 6 for the proper treatment of the tax. The tax-
payer may be able to claim the Foreign Tax Credit.

A capital gain distribution is reported on a Schedule D when the
taxpayer has more than capital gain distributions to report, for
example when boxes 2b, 2d, 2e, 3, 8, or 9 have entries, or when
the taxpayer has sold a capital asset. Capital gain distributions
are always treated as long-term capital gains, regardless of how
long the taxpayer holds the shares, and are reported on line 13,
column (f) of the Schedule D. If the taxpayer has an entry in box
2b, then that number is reported on line 13 column (g).



State AnD LocaL Tax Rerunps

Taxpayers who receive a refund of state or local taxes may
receive a Form 1099-G, Certain Government Payments. If the
taxpayer claimed the standard deduction on the 2001 return
and received a refund of 2001 state or local tax, the taxpayer
does not have to include the refund in taxable income. However,
if the taxpayer itemized deductions and received a state or local
tax refund, the taxpayer may have to include part or all of the
refund in taxable income. Use the State and Local Income Tax
Refund Worksheet—Line 10 in the Form 1040 instruction book-
let to determine what part, if any, of the refund is taxable.
Enter the taxable portion of state and local refunds on Form
1040, line 10.

Avimony RecelveD

Alimony or separate maintenance payments made under a court
decree are taxable income to the person receiving them. They
are reported on Form 1040, line 11. The person making the pay-
ments deducts them on Form 1040, line 33a, as an adjustment
to gross income.

Child support payments are not alimony. The person making
the payments cannot deduct them. The person receiving child
support payments does not have to include them in income.

Income From Business (OptionAL Toric)

Business income or loss is reported first on Schedule C (Form
1040), Profit or Loss From Business, or Schedule C-EZ, Net
Profit From Business, and then transferred to Form 1040, line
12. Taxpayers who must file a Schedule C should see a paid
professional tax preparer.

Self-employed individuals who qualify to use Schedule C-EZ
may be assisted by VITA and TCE volunteers who have received
training on this topic, at the discretion of the site coordinator.

PoTENTIAL
PiTFALLS A
If the state or local
income tax refund
reflects any deduc-
tions, credits, or
payments for years
other than 2001,
refer the taxpayer to
a paid professional
tax preparer.

Tax Tips
0 0.0.0.60.6.0.0.6.0.9

An overpayment of
taxes that is applied
to the next year's
estimated tax is
considered a
refund.

Tax Tips
2.2.0.0.0.0.80.0.8 8
Voluntary payments
made that are not
required by a
divorce or separa-
tion instrument are
not alimony.

Lesson 3
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Tax Tips

2. 8.2.2.0.0.0.0.0.8 ¢
Schedule C-EZ is
included in the Tax
Forms Booklet
Appendix, which is
a part of your
Publication 678
package.

PoTENTIAL
PitraLLs A
Many taxpayers
erroneously report
amounts from

Form 1099-MISC,
Miscellaneous
Income, with wages
or other income.
This income should
instead be reported
on Schedule C

or C-EZ and on
Schedule SE, Self-
Employment Tax.

If the income is
reported incorrectly,
IRS may later issue
a notice of proposed
tax increase for the
self-employment
income and tax.

Tax Ties
2.2.2.2.0.0.0.0.8.8.¢
A copy of Form
1099-MISC and
Instructions can be
found in the Tax
Forms Booklet
Appendix, which

is part of your Publi-
cation 678 Package.
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Who Can Use Schedule C-EZ

A taxpayer can use Schedule C-EZ only if he or she:

B Had business expenses of $2,500 or less,

B Uses the cash method of accounting,

B Did not have an inventory at any time during the year,

B Did not have a net loss from his or her business,

B Had only one business as a sole proprietor,

B Had no employees during the year,

B Is not required to file Form 4562, Depreciation and
Amortization, for this business (See the instructions for
Schedule C, line 13, to find out if the taxpayer must file.),

B Does not deduct expenses for business use of his or her home,
and

B Does not have prior year unallowed passive activity losses
from this business.

Completing Schedule C-EZ

Schedule C-EZ has three parts:
Part I: General Information
Part II: Figure Your Net Profit

Part III: Information on Your Vehicle

Partl: General Information

Part I is used to determine whether or not the taxpayer is eligi-
ble to use this form instead of Schedule C for reporting self-
employment income. If all the criteria are met, the taxpayer
then completes Part 1.

Line B, Principal Business Code, is determined by looking at
the code list in the Instructions for Schedule C, Profit or Loss
From Business.

Line D, Employer ID Number, is a number which the Internal
Revenue Service supplies to businesses and other professional

activities. If the taxpayer does not have one, the space should be
left blank.

Part ll: Figure Your Net Profit

Gross receipts are all receipts from a trade or business including
income reported on a Form 1099-MISC, Miscellaneous Income.
All items of taxable income actually or constructively received
during the year are included. Gross receipts are entered on line 1.

Total expenses include the total amount of all deductible busi-
ness expenses actually paid during the year. Examples of these
expenses include advertising, car and truck expenses, commis-
sions, insurance, interest, legal and professional services and
fees, office expense, rent or lease expense, repairs and mainte-



nance, supplies, taxes, travel, 50% of business meals and enter-
tainment, and utilities (including telephone). Total expenses of
$2,500 or less are entered on line 2.

If the taxpayer uses his or her car or truck for business pur-
poses, he or she can deduct expenses related to using the car or
truck. To determine the amount of car and truck expenses that
can be deducted, the taxpayer must use either the:

e Standard Mileage Rate, or
¢ Actual Car Expenses.

Tax Tips
Standard Mileage Rate. If the taxpayer can and does choose 1 2.2.0.2.8°2.8°8 8¢
to use the standard mileage rate, business miles are multiplied Generally, to use the
by the applicable mileage rate and added to the deductible standard mileage

rate, a taxpayer
must choose it in the
first year the car is
placed in service. In
Business miles incurred during the year X 36.5¢ per mile later years, the tax-
+ Parking and tolls incurred while on business payer can choose to
use either the actual
or standard rate.
For more informa-
tion on car and

parking and tolls. Car expenses using the standard mileage rate
are computed as follows:

Actual Car Expenses. If the taxpayer chooses to use the

actual car expenses, only the business portion of the expenses truck expenses, see
are deductible. Deductible expenses under the actual method Publication 463,
are computed as follows: Travel, Entertain-

ment, Gift, and Car
1. Compute the percentage of business use: Expenses.

Business miles

= % of business use

Total miles

2. Determine the deductible expenses:
(% of business use X total actual expenses)

+ Parking and tolls incurred while on business

NOTE: If taxpayers depreciate their car or truck, or their total
expenses are more than $2,500, they cannot use Schedule C-EZ
and should be referred to a paid professional tax preparer.

Net profit or loss is determined by subtracting line 2 from line 1 Tax Tips

. . 2.2.2.0.0.0.0.0.8.0.¢
and entering the net amount on line 3. Schedule SE is

If line 3 shows a profit, transfer this amount to Form 1040, line included in the Tax
12, and to Schedule SE, line 2 (except statutory employees). Forms Booklet

Attach Schedule C-EZ to Form 1040 in the correct sequence. :ﬁgﬁ"ﬂ’;ﬂ:‘ ichis

If line 3 is zero, show zero amount on Form 1040, line 12. g:g:(i:;go“ 678

If line 3 shows a loss, the taxpayer cannot use Schedule C-EZ
and should be referred to a paid professional tax preparer.
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Part lll: Information on Your Vehicle
Part III should be completed if the taxpayer is claiming car and
truck expenses in Part II.

Self-Employment Tax
Self-employment tax is a social security tax for persons who
work for themselves. It is similar to the social security tax and
Medicare tax withheld from employees’ wages.

Special exemptions from self-employment tax may apply to
members of the clergy, members of certain religious sects, and
certain nonclergy church employees.

The tax is computed on Schedule SE and transferred to the
Form 1040 to be added to other taxes owed. The Schedule SE is
attached to the Form 1040.

Who Must File Schedule SE
A taxpayer must file Schedule SE if he or she has:

B Net earnings from self-employment of $400 or more, other
than church employee income (line 4 of Short Schedule SE),

OR
PoTenTIAL A B Church employee income of $108.28 or more (line 5a of Long
PITFALLS Schedule SE).
Remember to trans- Exception: If the only self-employment income was from earn-
;ﬁ;:i::lf:%"n?:grm ings as a minister, member of a religious order, or Christian
1099-MISC to the Science practitioner AND the taxpayer has filed Form 4361 and
return: has received IRS approval not to be taxed on these earnings,
B Include any with- £1e or she does not ha\;e to file Schedulg SE. Instead, write
held income tax Exempt—Form 4361” on Form 1040, line 56.
from Form 1099- Most taxpayers will need to complete only Section A of Schedule
MISC, box 4, on SE, also known as the Short Schedule SE. Follow the chart on
Form 1040A, line . .
39, or Form 1040, the form to determine whether the taxpayer qualifies to file the
line 62. short form. Anyone who does not qualify and who must file the
M If the taxpayer long form should be referred to a paid professional tax preparer.
::g:‘s'zf:c?f:: (;ny If the taxpayer qualifies for the short form, enter the net profit
withheld state or from Schedule C-EZ, line 3, on lines 2 and 3 of the Schedule SE.
local tax from
Form 1099-MISC,
box 2, on
Schedule A (Form
1040), Itemized
Deductions, line 5.
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Follow the instructions on the form to determine net earnings
from self-employment on line 4 and the self-employment tax on
line 5.

Enter the amount from line 5 on Form 1040, line 56.

Deduction of Self-Employment Tax
Self-employed people may claim an adjustment to income of
one-half of the social security and Medicare taxes they pay.

Enter the amount from Schedule SE, line 6, on Form 1040, line
29, as an adjustment to income.

CapritaL Gains AND LossEs

Both the sale of stock and the sale of a home are reported on
Form 1040, line 13. The amount entered on Form 1040, line 13,
is transferred from Schedule D (Form 1040), Capital Gains and
Losses. See Lessons 12 and 13 for more information about these
types of sales.

SALE oF BusiNEss PROPERTY

The sale or involuntary conversion of business property is
reported on Form 1040, line 14. If taxpayers are reporting the
sale of business property, they should be referred to a paid pro-
fessional tax preparer.

PEension anp Annuity INcomE PoTENTIAL A

Generally, payers of pension and annuity income send Form PiTeaLLS
1099-R to the recipients. The total pension or annuity income is Form 1099-R reports
reported on Form 1040A, line 12a, or Form 1040, line 16a; the pension income, not
taxable portion is reported on line 12b (1040A) or 16b (1040). If earned income.

. o - . Form 1099-R amounts
all of the pension or annuity is taxable, make an entry on line are not included on

12b or 16b only. line 7 of Form 1040.
For more information on pension and annuity income, see E::n‘g ?Bigzpﬂ::: on
Lesson 14, Pensions. 12a and 12b'or Form

1040, lines 16a and
16b. You will learn

Rents, RovALTIES, PARTNERSHIPS, how to report pen-
Estates, AND TRUSTS P e

Income from rental property, royalties, partnerships, estates,
and/or trusts is reported on Form 1040, line 17. Refer any tax-
payer who receives income from these sources to a paid profes-
sional tax preparer.
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Farm INncomE

Farm income is reported on Form 1040, line 18. Advise taxpay-
ers with farm income to see a paid professional tax preparer.

Tax Tips UnempLoyment COMPENSATION

2 0.0.0.6.0.6 6 0 & ¢
Form 1099-G is
included in the Tax

Unemployment compensation includes benefits to unemployed
individuals that a state or the District of Columbia paid from

Ll A the Federal Unemployment Trust Fund. It is reported to the
Appendix, which is recipient on Form 1099-G, Certain Government Payments. All

a part of your unemployment compensation is taxable. Transfer the amount in
Publication 678 box 1 of Form 1099-G to line 3 of Form 1040EZ, line 13 of Form
Package. 1040A, or line 19 of Form 1040.

Supplemental benefits provided from an employer’s fund to
which the employee did not contribute are sometimes thought
of as unemployment benefits also. They are reported to the
employee on Form W-2. Include them on line 7 of Form 1040A
or 1040, or on line 1 of Form 1040EZ.

TaxWise Hints

When entering income for the taxpayer you have the following
three choices:

Go to Line 7 and click F9 ( (Link),
Click the right mouse and select “Link” or
Click on add form and select “W-2”.

All the information entered into TaxWise should be exactly
what is on the W-2.

Note: TaxWise automatically rounds numbers.

When an entry is made for Alimony paid, TaxWise requires the
Social Security Number of the spouse receiving the alimony.
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»» Summing Up THis LEsson <<«

Form 1040EZ can be used to report only income from wages,
salaries, tips, qualified tuition program earnings,

Alaska Permanent Fund dividends, taxable scholarships and
fellowship grants, interest of $1500 or less, and unemployment
compensation.

You can report several types of income on Form 1040A:

P Wages, salaries, tips, scholarships and fellowship grants,
qualified tuition program payments, and Alaska Permanent
Fund dividends

P Interest income

p Dividend income

p Capital gain distributions

P> Unemployment compensation

Use Form 1040A, Schedule 1, or Form 1040, Schedule B,
to report:

P Interest and/or dividend income over $1500 and
P Interest from Series I and/or Series EE savings bonds,
issued after 1989, that is excluded from taxable income.

Report any early withdrawal penalties on Form 1040, line 32,
as an adjustment to income. Do not subtract penalties from
interest income.

Report capital gain distributions directly on Form 1040,
line 13 or Form 1040A, line 10, if the taxpayer is not required
to file Schedule D.

State and local tax refunds are included in taxable income if:

P the taxpayer itemized deductions AND
P received a tax benefit by including the state and local tax
in itemized deductions.

Alimony and separate maintenance payments are taxable
income to the person receiving these payments. The person
paying these payments can subtract them as an adjustment
to income.
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»» Summing Up THis LEsson <<«
(continued)

Business income or loss is generally beyond the scope of VITA
or TCE. However, in some cases, trained volunteers may help
self-employed taxpayers who qualify to use Schedule C-EZ.

Taxpayers with net self-employment income of $400 or more
must complete Schedule SE to compute self-employment tax.

Some nontaxable income is reported but is not included in tax-
able income:

p Tax-exempt interest
P Nontaxable portion of IRA distributions, including rollovers

Other income, such as prizes, awards, lottery winnings, and
jury duty pay, is reported on line 21 of Form 1040, including
the amount and description.

Volunteers should refer taxpayers with any of the following
items to paid professional tax preparers:

P Sales of business property

P Income from rental property, royalties, partnerships,
estates, or trusts

p Farm income




Exercise 1
1. Taxable
2. Taxable
3. Nontaxable
4, Taxable
5. Taxable
6. Taxable
7. Nontaxable
8. Taxable
9. Nontaxable
10. Nontaxable
Exercise 2
(A) Mandy will report $29,250 on line 7. The tip income is included in the
$8,250.
(B) No; Peter must file Form 1040 to pay social security and Medicare tax on
his tip income.

(C) Alex should be advised to contact the employer and request that a Form
W-2 be issued or reissued. If after waiting a reasonable amount of time, it
still has not been received, Erik should contact the IRS.

Exercise 3
(A) 1. None
2. $1,000
(B) $398 is reported on line 2 of Form 1040EZ.
(C) $495is reported on line 8a of Form 1040.
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ADJUSTMENTS

In this lesson you will learn about adjustments to
income. There are two new adjustments to income
for tax year 2002. They are the Educator Expenses
and Tuition and Fees Deduction. The other adjust-
ments covered in this lesson are traditional IRA con-
tributions, student loan interest payments, penalty
on early withdrawal of savings, alimony payments,
and jury duty pay. Lesson 3 discusses an additional
adjustment to income covered in the VITA training
— one-half of self-employment tax.

The remaining adjustments — Archer MSA deduc-
tion; moving expenses; self-employed health insur-
ance deduction; and self-employed SEP, SIMPLE,
and qualified plans — are not covered in VITA train-
ing. Taxpayers who need assistance with these
adjustments should be referred to a paid profes-
sional tax preparer.

After completing this lesson you should be able to:

B Calculate and accurately report adjustments to
income.

B Identify which IRA contributions are within the
scope of the VITA/TCE program.

B Identify contribution limits for IRAs.

B Calculate and report non-deductible IRA contri-
butions and carry-over on Form 8606.

Lesson 4

Tax Tirs
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Some taxpayers can
make tax deductible
contributions to an
Archer Medical
Savings Account
(Archer MSA), even
if they do not itemize
deductions.

Refer taxpayers with
a medical savings
account to a paid
professional tax
preparer. They can
also get Publication
969, Medical Savings
Accounts (MSAs),
for more information.
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ADJUSTMENTS T0 INCOME

Adjustments are subtractions from total income. Total income
minus adjustments results in adjusted gross income (AGI),
an important number for tax purposes. Adjusted gross income is
used to figure some limitations. In addition, it is used to figure
income tax in some states.

Taxpayers cannot take any adjustments to income on Form
1040EZ. On Form 1040EZ total income and adjusted gross
income are the same. Form 1040A filers can take adjustments
for educator expenses, contributing to a traditional IRA, the
student loan interest deduction, and tuition and fees payments.
Form 1040 filers can take any of the adjustments (for which
they are eligible).

Depuction For EpucaTor EXPENSES

If the taxpayer is an eligible educator, he or she can deduct as
an adjustment to income up to $250 in qualified expenses. The
taxpayer can deduct these expenses even if he or she does not
itemize deductions on Schedule A (Form 1040). This adjustment
to income is for expenses paid or incurred in 2002. Previously,
these expenses were deductible only as a miscellaneous item-
ized deduction subject to the 2% of adjusted gross income limit.

Eligible educator

The taxpayer is an eligible educator if, for the tax year, he or
she is a kindergarten through grade 12 teacher, instructor,
counselor, principal, or aide, and he or she works at least 900
hours during a school year in a school that provides elementary
or secondary education as determined under state law.

Qualified expenses

Qualified expenses are the unreimbursed expenses paid or
incurred for books, supplies, computer equipment (including
related software and services), other equipment and supplemen-
tary materials that the taxpayer uses in his or her classroom.
For courses in health and physical education, expenses for sup-
plies are qualified expenses only if they are related to athletics.

To be deductible as an adjustment to income, the qualified
expenses must be more than the following amounts for the tax
year:

B The interest on qualified U.S. savings bonds that the tax-
payer excluded from income because he or she paid qualified
higher education expenses.

B Any distributions from a qualified tuition program that the
taxpayer excluded from income, or

B Any tax-free withdrawals by the taxpayer from a Coverdell
education savings account.

The educator expense can be claimed on Form 1040, line 23 or
4'2 Lesson 4 Form 104OA, line 16.
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InpivipuaL RETIREMENT ARRANGEMENTS

An Individual Retirement Arrangement (IRA) is a tax-
sheltered savings plan set up by the taxpayer, generally for
retirement income. This lesson discusses only traditional
IRAs (IRAs other than Roth IRAs, SIMPLE IRAs, or Coverdell
education savings accounts (ESAs). Contributions to the nontra-
ditional IRAs are not deductible as adjustments to income.

For more information on nontraditional IRAs, see Publication
590, Individual Retirement Arrangements (IRAs).

Contributions to a traditional IRA can be either deductible or
nondeductible. Earnings and gains on the contributions are not
taxed until withdrawn from the traditional IRA account.

Example 1

Anna contributed $2,500 to her traditional IRA account at her
local bank. During 2002 she earned $140 of interest on her tra-
ditional IRA. All of the interest was added to her traditional
IRA savings account.

Anna will not have to pay tax on the interest until she with-
draws it from her traditional IRA account.

Contributions

Anyone under 70 1/2 years of age (at the end of the tax year)
who has taxable compensation can contribute to a traditional
IRA. Compensation includes wages, salaries, commissions,
tips, bonuses, professional fees, and earnings from self-employ-
ment. Alimony or separate maintenance payments that are
included in total income are also compensation for traditional
IRA purposes. Compensation does not include interest, rents,
dividends, pension and annuity income, deferred compensation
received, certain partnership income, or income you can exclude.

General Limit

The most that can be contributed for any year to a traditional
IRA is the lesser of:

W $3,000 ($3,500 if age 50 or older), or
B Compensation that is includible in income for the year.

If a taxpayer has more than one traditional IRA, the taxpayer
must combine all of the traditional IRAs and treat them as one
when figuring the amount that can be contributed for the year.

SPECIAL

PopuLaTIONS
s () e

Persons who are
70 1/2 years of age
or older hefore the
end of the tax year
cannot contribute to
an IRA and must
take required distri-

butions from their
IRAs.

SPECIAL

PopuLaTions
I @ I

Individuals serving
in the U.S. Armed
Forces or in support
of the U.S. Armed
Forces in designated
“combat zones”
have additional time
to make a qualified
retirement contribu-
tion to a traditional
IRA. For more infor-
mation on this
extension, see
Publication 3, Armed
Forces’ Tax Guide

Tax Tips
ek KAk ke ke

Contributions to a
traditional IRA
reduce the limit for
contributions to Roth
IRAs.

4-3

Lesson 4




Spousal IRA limit
If taxpayers file a joint return and one spouse’s compensation is
less than that of the other spouse’s compensation, the spouse
with the higher compensation may establish a traditional IRA
for the other spouse. The most that can be contributed for that
other spouse is the lesser of:

1) $3,000 ($3,500 if age 50 or older), or
2) The total compensation includible in the gross income
of both spouses for the year, reduced by:
a) IRA contributions for the spouse with the
greater compensation,
b) Nondeductible IRA contributions of the spouse
with the greater compensation, and
¢) Any contribution for the year to a Roth IRA for
the spouse with the greater compensation.

The total combined contributions to both traditional IRAs can-
not exceed the lesser of®

B $6,000 ($7,000 if both individuals are age 50 or older), or
B The total taxable compensation of both spouses.

Excess Contributions
Generally, an excess contribution is the amount contributed to a
traditional IRA that is more than the lesser of the:

1) Taxable compensation for the year, or
2) $3,000 ($3,500 if age 50 or older).

This limit applies whether the contributions are deductible

or nondeductible. Contributions made in the year the taxpayer
reaches age 70 1/2 and any later year are also excess
contributions.

In general, if the excess contribution for a year and any earn-
ings on it are not withdrawn by the due date of the tax return
(including extensions), the taxpayer is subject to an additional
6% tax. The additional 6% tax must be paid each year on the
excess amounts that remain in the traditional IRA at the end of
the tax year. The tax cannot be more than 6% of the value of the
IRA as of the end of the tax year. The excise tax is figured on
Form 5329, Additional Taxes on Qualified Plans (Including
IRAs) and Other Tax-Favored Accounts.

A taxpayer who has taxable compensation, but can no longer
contribute to a traditional IRA because of age (70 1/2 years or
older) may continue to contribute to a spouse’s traditional IRA
until the year in which the spouse reaches 70 1/2.

Example 2
Eldridge is a single 73-year-old attorney. He earned $12,000
during the year.

4'4 Lesson 4
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Eldridge had compensation for traditional IRA purposes
but he cannot make an IRA contribution because he is
70 1/2 or older.

Example 3

Jane and Mike are married. Jane works in the home raising
their two children. Mike works outside the home as an
electrician and earned $75,000 during the year.

If Jane and Mike file a joint return, a traditional IRA contribu-
tion can be made for Jane.

Exercise 1

A. Liz receives alimony which is included in her total income.
All of her other income is from interest and dividends. Can
Liz make a traditional IRA contribution? Explain.

B. David is 73 and works part time in a hardware store.
David’s wife, Mary, does not work outside of the home.
Mary is 68. Can David make a traditional IRA contribution
for Mary? Explain.

C. Carla receives all her income from a rental property, inter-
est income, and dividends. Can Carla make a traditional
IRA contribution? Explain.

D. Joy is 62 years old. Most of her income comes from a pen-
sion. However, Joy did earn $1,250 doing consumer testing.
How much can Joy contribute to a traditional IRA?
Explain.

Deductible IRA Contributions
Generally, you can deduct the lesser of the contributions to your
traditional IRA for the year or the general limit (or the spousal
IRA limit, if it applies). A deduction for a traditional IRA
depends on:

B Whether or not the taxpayer or taxpayer’s spouse is covered
by a retirement plan set up by an employer for any part of
the year,

B The taxpayer’s modified adjusted gross income, and

B The taxpayer’s filing status.

Common
QUERIES

If the Pension Plan
box on Form W-2
has a check in it, the
taxpayer is covered
by an employer
retirement plan.
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Generally, modified adjusted gross income is the adjusted
gross income without consideration of deductions for a tradi-
tional IRA or student loan interest, or any exclusion of Series
EE or Series I bond interest shown on Form 8815, Exclusion
of Interest From Series EE and I U.S. Savings Bonds Issued
After 1989.

Not covered by an employer retirement plan.
A taxpayer whose filing status is single, head of household, or
qualifying widow(er), and who is not covered by an employer
retirement plan, can take a full traditional IRA deduction of
either his or her taxable compensation or $3,000 (whichever
amount is smaller). The $3,000 amount is increased to $3,500 if
the taxpayer is age 50 or older.

Example 4
Cyril is single and 40 years of age. His modified adjusted gross
income is $50,000. He is not covered by a retirement plan at

SPECIAL work. Cyril’s traditional IRA contribution of $3,000 is
PoruLATIONS deductible.
— @ — Married taxpayers who file separate returns for a taxable

year and who live apart at all times during the taxable year are
treated as single and can take a full IRA deduction, if not covered
by an employer plan.

Reservists and vol-
unteer firefighters
should consult

Publication 590 to . . .
determiine if they are Married taxpayers who file jointly or separately may each be

el able to take the full IRA deduction of $3,000 ($3,500 if age 50 or
employer plan or older) or taxable compensation (whichever amount is smaller), if
not. they had taxable compensation and were not covered by an
employer retirement plan. The total deduction for a joint return
cannot exceed $6,000 ($7,000 if both individuals are age 50 or
older). When determining the allowable deduction each
spouse figures the deduction separately.

Covered by an employer retirement plan.
If the taxpayer is covered by a retirement plan at work, the tra-
ditional IRA deduction will be reduced or eliminated, as shown
in Table 1, depending on filing status and modified AGI.
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Table 1.
Traditional IRA Deduction Phaseout Chart
(If taxpayer is covered by an employer retirement plan)
Allowable traditional
IRA deduction is...
reduced if zero when
modified AGI is: modified
AGI is:
at but less
Filing Status least than
Single or $34,000 $44,000 $44,000
Head of household or more
Married filing jointly $54,000 $64,000 $64,000
or Qualifying or more
widow(er)
Married filing $0.01 $10,000 $10,000
separately or more
Example 5

Emily, 36 years old, is single. Her modified AGI was $50,000.
She is covered by a retirement plan at work. Emily’s $3,000 tra-
ditional IRA contribution is not deductible on her tax return
because her modified adjusted gross income is at least $44,000.

If either the taxpayer or the taxpayer’s spouse is covered by
an employer retirement plan, he or she may be entitled to only a
partial deduction or no deduction at all, depending on filing status
and modified adjusted gross income, as shown in Table 2, below.

Example 6

David and Ruth are filing a joint return. David earned $65,000
and is covered by his employer’s retirement plan. Ruth, age 32,
is a homemaker, and has no compensation. David, age 36, con-
tributed $2,800 to his traditional IRA and $3,000 to a tradi-
tional IRA for Ruth.

Because David is covered by his employer’s retirement plan, the
modified AGI limits apply (Table 1). Based on Table 1, David is
not allowed a deduction for his traditional IRA contributions.
Because David made traditional IRA contributions for Ruth,
they can take a deduction on the tax return for her IRA contri-
butions. Ruth is not covered by an employer’s retirement plan.
Their compensation for IRA purposes is $65,000 and their
modified AGI is not more than $150,000 (see Table 2).
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Table 2.
Traditional IRA Deduction Phaseout Chart
(If taxpayer is not covered, but the spouse is)
Allowable traditional
IRA deduction is...
reduced if zero when
modified AGI is: modified
AGI is:
more but less
Filing Status than than
Married filing jointly $150,000 $160,000 | $160,000
or Qualifying or more
widow(er)
Married filing $0.01 $10,000 $10,000
separately or more
Example 7

Assume still that David earned $65,000 and is covered by his
employer’s retirement plan. Assume too that Ruth is employed;
she earned $66,000 and she is not covered by her employer’s
retirement plan. David cannot deduct his traditional IRA contri-
bution, but Ruth can deduct hers. The modified AGI limits that
apply to David are shown in Table 1. Table 2 modified AGI
limits apply to Ruth’s deduction. Her deduction would not be
reduced unless the couple’s modified AGI was more than
$150,000. It would not be eliminated unless their modified AGI
was $160,000 or more.
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Exercise 2

A. Angela and Joe are married and file a joint return. Joe, age
23, is covered by a retirement plan at work, but Angela, age
25, is not. Joe earned $25,000 and Angela earned $20,000;
their modified AGI is $45,000. Is any portion of Angela’s
traditional IRA contribution deductible, and why?

B. Annette, age 26, is single. She earned $23,000, and her mod-
ified AGI is $24,500. She made a $500 contribution to a tra-
ditional IRA. Annette is covered by a retirement plan at
work. Is any portion of her contribution deductible, and
why?

C. Richard and Lynn are married and lived together during
the year. They file separate returns. Richard is covered by
a retirement plan at work. Lynn is not covered by a retire-
ment plan at work. Richard, age 40, earned $17,000 and
contributed $1,400 to a traditional IRA. Lynn, age 33,
worked part-time and earned $4,500. She contributed
$1,000 to a traditional IRA. Can Richard or Lynn deduct
any of the IRA contributions, and why?

Lesson 4
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SPECIAL
PopuLATIONS

S

Taxpayers who
receive Social
Security Benefits
should complete the
worksheets in
Appendix B of
Publication 590 to
determine the modi-
fied adjusted gross
income and the
allowable IRA
deduction.
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When to Deduct Traditional IRA Contributions

Individuals may deduct traditional IRA contributions on their
2002 tax return if the contributions are made in 2002 or by
April 15, 2003. Taxpayers may not deduct on their 2002 tax
return contributions made in 2002 which were deducted on
the 2001 tax return. The contributions do not have to be made
before the return is filed. If the taxpayer deducts traditional
IRA contributions on the 2002 tax return but does not make
the traditional IRA contributions by April 15, 2003, for the
exact amount deducted, the taxpayer must file an amended
tax return.

Using the Worksheet and Reporting the Deduction

Use the IRA Deduction Worksheet in the Form 1040A or
Form 1040 instructions booklet to figure the traditional
IRA deduction.

The traditional IRA deduction is reported on Form 1040A, line
17 or Form 1040, line 24. On joint returns when both spouses
are making deductible traditional IRA contributions, enter the
total contribution on line 17 or 24.

Example 8

Nick and Susan file a joint return. Both work, and Nick, age 27,
was covered by a retirement plan, but Susan, age 25, was not.
Nick earned $12,300 and Susan earned $10,990. Their total
income, including interest, is $23,400. Nick and Susan each con-
tributed $500 to a traditional IRA.

The completed worksheet and Form 1040, lines 22 through 35,
for Nick and Susan are shown in Exhibits 1 and 2 , respectively.
The information for Nick is shown in the column for Your IRA.

The information for Susan is shown in the column for Spouse’s
IRA.



Exhibit 1 Nick and Susan’s IRA Worksheet

IRA Deduction Worksheet—Line 24 Keep for Your Records
Before you begin: \/ Complete Form 1040, lines 27 through 33a, if they apply to you.
Figure any amount to be entered on the dotted line next to line 34 (see page 33). 4

\/ Be sure you have read the list on page 29.

Your IRA Spouse’s IRA

la. Were you covered by a retirement plan (see on page 31)?. . . . . . . . 1a. XlYes [ INo
1b. If married filing jointly, was your spouse covered by a retirement plan? . . . . . . . . . . 1b. [Yes XINo
Next. If you checked “No” on line 1a, and, if married filing jointly, “No” on
line 1b, skip lines 2-6, enter $3,000 ($3,500 if age 50 or older at the end of 2002)
on line 7a (and 7b if applicable), and go to
line 8. Otherwise, go to line 2.
2. Enter the amount shown below that applies to you.
® Single, head of household, or married filing separately and you lived apart
from your spouse for all of 2002, enter $44,000
® Qualifying widow(er), enter $64,000
® Married filing jointly, enter $64,000 in both columns. But if you checked 2a. 64,000 2b. 160,000
“No” on either line la or 1b, enter $160,000 for the person who was not
covered by a plan
® Married filing separately and you lived with your spouse at any time in
2002, enter $10,000

3. Enter the amount from Form 1040, line 22 . . . 3. M
4. Add amounts on Form 1040, line 23, lines 27 through 33a and
any amount you entered on the dotted line next to line 34 . 4. 0
5. Subtract line 4 from line 3. Enter the result in both columns . . . . . . Sa. 23,400 5b. 23,400

6. Is the amount on line 5 less than the amount on line 2?

L] No. None of your IRA contributions are deductible. For details on
nondeductible IRA contributions, see Form 8606.

Yes. Subtract line 5 from line 2 in each column. If the result is $10,000 or

more, enter $3,000 ($3,500 if age 50 or older at the end of 2002) on

line 7 for that column and go to line 8 . . . 6a. 40,600 6h. 136,600
7. Multiply line 6 by 30% (.30) (by 35% (.35) if age 50 or older at the end of 2002)
If the result is not a multiple of $10, increase it to the next multiple of $10 (for 3.000
example, increase $490.30 to $500). If the result is $200 or more, enter the result. 7a. 7b. 3,000
But if it is less than $200, enter $200 .
8. Enter your wages, and your spouse’s if filing jointly, and other
earned income from Form 1040, minus any deductions on Form
1040, lines 29 and 31. Do not reduce wages by any loss from
self-employment . . . 8 ﬂ
If married filing jointly and line 8 is less than $6,000 ($6,500 if one
spouse is 50 or older at the end of 2002; $7,000 if both spouses are 50
or older at the end of 2002), stop here and see Pub. 590 to figure your
CLLUEL) [RA deduction.
9. Enter traditional IRA contributions made, or that will be made by April 15, 2003,
for 2002 to your IRA on line 9a and to your spouse’s IRA on line 9b. . . . 9a. 300 9b. 300
10. On line 10a, enter the smallest of line 7a, 8, or 9a. On line 10b, enter the smallest
of line 7b, 8, or 9b. This is the most you can deduct. Add the amounts on lines 10a
and 10b and enter the total on Form 1040, line 24. Or, if you want, you may deduct
a smaller amount and treat the rest as a nondeductible contribution (see Form 8606) 10a. 500 10b. 500
Exhibit 2 Nick and Susan’s Form 1040, Lines 22-35
22  Add the amounts in the far right column for lines 7 through 21. This is your total income » 23,400
. 23  Educator expenses (see page xx) . . . . . . . 23
Adjusted 24  IRA deduction (see page 27) . . . . . . . . . | =24 1,000
5 tudent loan interest deduction (see page e
Gross 25  Student loan i deduction ( 28) 25
Income 26  Tuition and fees deduction (see page XX) . . . . . 26
27  Archer MSA deduction. Attach Form 8853 . . . . . 27
28 Moving expenses. Attach Form 3903 . . . . 28
29 One-half of self-employment tax. Attach Schedule SE . 29
30 Self-employed health insurance deduction (see page 30) 30
31  Self-employed SEP, SIMPLE, and qualified plans . . [ 31
32 Penalty on early withdrawal of savings . . . . . . 32
33a Alimony paid b Recipient’'s SSN » 3 5 33a
34 Add lines 23 through 33a . e 1,000
35  Subtract line 34 from line 22. This is your adjusted grossincome . . . . . W 22,400
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Nondeductible IRA Contributions

Although the deductible amount of traditional IRA contribu-
Common tions can be reduced or eliminated because of the modified
QUERIES adjusted gross income limitation, a taxpayer can make non-
deductible contributions to new or existing traditional IRAs.

A taxpayer does Earnings and gains on these contributions are not taxed until

not have to make

deductible IRA con- they are distributed to the taxpayer.

:;{illiutioqs_.bﬂ:g entire The total traditional IRA contribution, whether deductible or
may(i)(:entrr:eal:;:gs nondeductible, cannot be more than the taxpayer’s taxable
nondeductible. compensation or $3,000 ($3,500 if age 50 or older), whichever

amount is smaller.

Taxpayers must complete Form 8606, Nondeductible IRAs,
for each year that nondeductible contributions are made.

If taxpayers do not report nondeductible contributions, all of
the contributions to a traditional IRA will be treated as
deductible. This means all distributions will be taxed unless the
taxpayer can show, with satisfactory evidence, that nonde-
ductible contributions were made.

Example 9

Rachel, age 35, is single and wants to contribute the maximum
amount possible to her traditional IRA. She is covered by her
employer’s retirement plan and her total income, Form 1040A
Line 15, is $39,000. Her total basis in traditional IRAs from
line 14 of her 2002 Form 8606 is $9,000. The completed IRA
Deduction Worksheet and Form 8606 are shown in Exhibits 3
and 4.
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Exhibit 3

IRA Deduction Worksheet—Line 17

Rachel’s 1040A IRA Deduction worksheet

Keep for Your Records

Before you begin; / Be sure you have read the list that begins on page 30.

la. Were you covered by a retirement plan (see this page)?

b. If married filing jointly, was your spouse covered by a retirement plan?

PO s

10.

Next. If you checked “No” on line la, and, if married filing jointly, “No” on line b, sk1p
lines 2—4, enter $3,000 on line 5a (and 5b if applicable), and go to line 6. Otherwise, go to
line 2.

Enter the amount shown below that applies to you.

® Single, head of household, or married filing separately and you lived apart )
from your spouse for all of 2002, enter $44,000

®  Qualifying widow(er), enter $64,000

®  Married filing jointly, enter $64,000 in both columns. But if you checked “No” }
on either line la or 1b, enter $160,000 for the person who was not covered by a
plan

®  Marrried filing separately and you lived with your spouse at any time in 2002,
enter $10,000

Enter the amount from Form 1040A, line 15 . . . . . . . 3.M
Enter the amount, if any, from line 16 . . . . .. 4. _O

Subtract line 4 from line 3. Enter the result in both columns
Is the amount on line 5 less than the amount on line 2?

] No. . None of your IRA contributions are deductible. For details on
nondeductible IRA contributions, see Form 8606.

Yes. Subtract line 5 from line 2 in each column. If the result is $10,000 or more,
enter $3,000 ($3,500 if age 50 or older at the end of 2002) on line 7 for that
column.

Multiply line 6 by 30% (30) (by 35% (35) 1f age 50 or older at the end of 2002) If the

result is not a multiple of $10, increase it to the next multiple of $10 (for example increase

$490.30 to $500). If the result is $200 or more, enter the result. But if it is less than $200,

enter $200 . . .

Enter the amount from Form 1040A, line 7 . . . . . . . 8. M

If married filing jointly and line 8 is less than $6,000 ($6,500 if one

spouse is 50 or older at the end of 2002; $7,000 if both spouses are 50 or

older at the end of 2002), stop here and see Pub. 590 to figure your IRA
CAUTION deduction.

Enter traditional IRA contributions made, or that will be made by April 15, 2003, for 2002
to your IRA on line 9a and to your spouse’s IRA on line 9b ..

On line 10a, enter the smallest of line 7a, 8, or 9a. On line 10b, enter the smallest of hne
7b, 8, or 9b. This is the most you can deduct. Add the amounts on lines 10a and 10b and
enter the total on Form 1040A, line 17. Or, if you want, you may deduct a smaller amount
and treat the rest as a nondeductible contribution (see Form 8606)

Your IRA

la. Yes \:’ No

2a.

Sa.

6a.

Ta.

9a.

10a.

Spouse’s IRA

1b.\:| Yes \:I No

44,000 ob,
39,000 5b.
5,000 6b.
1 1500 7b.
3,000 9b.

Lesson 4
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Exhibit 4 Rachel’s Form 8606

m Nondeductible Contributions to Traditional IRAs and Distributions From Traditional, SEP, and SIMPLE IRAs

Complete Part | only if:

® You made nondeductible contributions-to a traditional IRA for 2002,

® You took distributions from a  traditional, SEP, or SIMPLE IRA in 2002 (other than a rollover, conversion,
recharacterization, or return of certain contributions) and you made nondeductible contributions to a traditional IRA
in 2002 or an earlier year, or

® You converted part, but not all, of your traditional, SEP, and SIMPLE IRAs to Roth IRAs in 2002 (excluding any portion
you recharacterized) and you'made nondeductible contributions to a traditional IRA in 2002 or an earlier year.

1 Enter your nondeductible contributions to traditional IRAs for 2002, including those made for
2002 from January 1, 2008, through April 15, 2003 (see page 5 of the instructions) . . . . 1 1500/00
2 Enter your total basis intraditional IRAs for 2001 and earlier years (see page 5 of the instructions) 2 9000|00
8 Addlinestand2 . .ow. . L.l 3 10,600/00
In 2002, did you take a No ———p Enter the amount from line 3 on
distribution from traditional, line 14. Do not complete the rest
SEP, or SIMPLE IRAs or of Part I.

Yes ——» Go to line 4.

make a Roth IRA conversion?

13  Add lines 11 and 12. This is the nontaxable portion of all your distributions . . . 13
14 Subtract line 13 from line 3. This is your total basis in traditional IRAs for 2002 and earller
years. . . . 14 10,500|00
15 Taxable amount. Subtract Ilne 12 from Ilne 7 Also |nc|ude thls amount on Form 1040 Ilne 15b
Form 1040A, line 11b; or Form 1040NR, line 16b. . . . . . . . . . . . . . . . . |15
Note: You may be subject to an additional 10% tax on the amount on line 15 if you were under
age 59 at the time of the distribution (see page 6 of the instructions).
For Paperwork Reduction Act Notice, see page 8 of the instructions. Cat. No. 63966F Form 8606 (2002)
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Exercise 3

A. Richard, who is single and 26 years old, wants to make the
maximum traditional IRA contribution. He earned $1,854
for giving private tennis lessons, $2,000 interest income, and
$8,000 rental income. How much can Richard contribute to a
traditional IRA?

B. Mary is 55 and retired two years ago. She received an
$8,000 taxable pension and $750 for baby sitting during
the past year. How much can Mary contribute to a tra-
ditional TRA?

C. Bill and Kathy are both employed and each earned $15,000
in 2002. Both Bill and Kathy are age 32. Neither spouse was
covered by an employer retirement plan for any part of the
year. In July 2002, Bill contributed $1,200 to his 2002 tradi-
tional IRA. In February 2003, he contributed $800 to his
2002 traditional IRA. Kathy contributed $400 to her 2002
traditional IRA. They file a joint return.

1. What is Bill’s deductible traditional IRA contribution?

2. What is Kathy’s deductible traditional IRA contribution?

Additional Taxes and Penalties
Taxpayers are generally subject to additional taxes and penal-
ties for:

B Contributing more to a traditional IRA than is allowed,

B Making traditional IRA withdrawals before age 59 1/2, and

B Not withdrawing enough traditional IRA funds after age
70 1/2.

B Investing in collectibles

There are penalties for overstating the amount of nondeductible

contributions and for failure to file Form 8606, if required.
Saver's Credit

Refer to Lesson 6 to determine if a taxpayer is also eligible to
receive the Saver’s Credit based on their contributions to an
IRA.

Lesson 4
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Stupent Loan INTEREST Depuction

Taxpayers may be able to deduct interest due and paid in 2002
on a qualified student loan (even if they took out the loan before
2002). The deduction is reported on Form 1040A, line 18, or on
Form 1040, line 25.

Tax Tips

2. 2.0.0.0.0.0.6.6.8 ¢
A taxpayer can
deduct payments
made in a later year
when he or she is no
longer claimed as a

The student loan interest deduction for 2002 cannot be more
than $2,500 and is subject to the limit described later.

A taxpayer cannot claim the student loan interest deduction if
another person can claim him or her as a dependent or if the
taxpayer does not file a joint return with his or her spouse.

NOTE: Effective for 2002, student loan interest qualifies as an
adjustment even if the required or voluntary payments began
more than 60 months ago.

Deduction Limit

dependent. The taxpayer’s deduction may be limited, depending on the tax-
payer’s modified AGI. The following table explains when the
limit applies.
Limit on Student Loan Interest Deduction
If your filing AND your modified
status is... AGlis... THEN...
Tax Tips Single, head of $50,000 or less You can deduct all
%k e %k F ok Fk K household, or your interest, up to

Interest is deductible

qualifying widow(er)

$2,500.

on a qualified More than $50,000, Your deduction is
education loan if: but less than $65,000 | limited.
a) The loan is for $65,000 or more You cannot claim

the sole purpose of
paying qualified
higher education
expenses; and

this deduction.

Married filing jointly

$100,000 or less

You can deduct all
your interest up to

b) The individual $2,500.
CIa'.""I"g ﬂllle '";f.r' More than $100,000, | Your deduction is
est1s legally obli- but less than $130,000 | limited.
gated to repay the
loan. $130,000 or more You cannot claim

Revolving lines of
credit generally
would not constitute
qualified education
loans unless the
borrower agreed to
use the line of credit
to pay only qualify-
ing education
expenses.
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this deduction.

Modified AGI

Modified AGI means AGI figured before taking the deduction for
student loan interest payments and after adding back any of the

following:

B Foreign earned income exclusion,

B Foreign housing exclusion or deduction,



B Exclusion of income for bona fide residents of Guam, Puerto
Rico, American Samoa, or the Northern Mariana Islands.
B Qualified tuition and related expenses.

Figuring the limit

Taxpayers whose modified adjusted gross income is more than
$50,000 but less than $65,000 (more than $100,000 but less
than $130,000 for taxpayer’s filing a joint return) figure their
student loan interest deduction by completing the following two
steps.

Step 1. Multiply the smaller of the actual interest paid on a
qualified student loan, or $2,500, by a fraction:

Modified AGI — phaseout limit

$15,000
($30,000 if married filing a joint return)

Step 2. Subtract the result from step 1 from the smaller of the
actual interest paid on a qualified student loan, or $2,500.

Example 10

During 2002, Rick paid interest of $1,500 on a qualified student
loan. His modified AGI is $115,000 and he is filing a joint return
with Paula his wife. Rick’s student loan deduction for 2002 is
$750, as figured below.

Step 1. $115,000 — $100,000
$30,000
$ 1,500 x .50 = $750
Step 2. $1,500-$750 = $750

(Rick’s student loan interest deduction)

Example 11

The facts are the same in Example 10, except that the actual
interest paid on the qualified student loan is $2,700. Because
the interest Rick paid is greater than the maximum allowable
student loan interest deduction ($ 2,500), he will multiply his
fraction by $2,500.

Step 1. $115,000 — $100,000
$30,000
$2500x.50 = $1,250
Step 2. $2500-$1,250 = $1,250

(Rick’s student loan interest deduction)

(In this case, Rick’s deduction is based on the maximum
amount allowable and not on the actual amount of inter-
est he paid.)
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Qualified Student Loan
A qualified student loan is a loan the taxpayer took out to pay
qualified higher education expenses:

B For the taxpayer, the taxpayer’s spouse, or the taxpayer’s
dependent (at the time that the taxpayer took out the loan),

B Paid or incurred within a reasonable time before or after the
taxpayer took out the loan, and

B For education furnished during a period when the recipient
was an eligible student.

Qualified Higher Education Expenses

These expenses are the costs of attending an eligible educa-

tional institution, including graduate school. Generally, these

costs include tuition, fees, room and board, books, supplies,

equipment, and other necessary expenses, such as transporta-

tion. You must reduce these costs by the following:

B Nontaxable employer-provided educational assistance benefits,

B Nontaxable distributions from a Coverdell ESA,

B U.S. savings bond interest that is nontaxable because you
paid qualified higher educational expenses,

B Qualified scholarships that are nontaxable,

B Veterans’ educational assistance benefits, and

B Any other nontaxable payments (other than gifts, bequests,
or inheritances) received for educational expenses.

Eligible Educational Institution

Generally, an eligible educational institution means either:

B A college, university, vocational school, or other postsec-
ondary educational institution eligible to participate in
Department of Education student aid programs. This cate-
gory includes virtually all accredited public, nonprofit, and
proprietary postsecondary institutions, or

B An institution conducting an internship or residency pro-
gram leading to a degree or certificate from an institution of
higher education, a hospital, or a health care facility that
offers postgraduate training.

Eligible Student

An eligible student is one who:

B Is enrolled in a degree, certificate, or other program (includ-
ing a program of study abroad that is approved for credit by
the institution at which the student is enrolled) leading to a
recognized educational credential at an eligible educational
institution, and

B Is carrying at least one-half the normal full-time work load
for the course of study the student is pursuing.

Loan From Related Person
A taxpayer cannot deduct interest on a loan the taxpayer gets
from a related person. Related persons include the taxpayer’s
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spouse, brother(s) and sister(s), half-brother(s) and half-
sister(s), ancestors (parents, grandparents, etc.) and lineal
descendants (children, grandchildren, etc.).

Refinanced Loan
If the taxpayer refinances a qualified student loan, the new loan
can also be a qualified student loan.

Tuition Anp Fees Depuction

Prior to 2002 taxpayers could claim a deduction for education

expenses on Form 1040, Schedule A as a miscellaneous expense
limited to 2% of AGI.

Begining in 2002, taxpayers can deduct an amount equal to the
qualified tuition and related expenses paid during the tax year
as an adjustment to income. The adjustment is reported on
Form 1040, line 26, or Form 1040A, line 19.

To claim the deduction the taxpayer must have incurred quali- Tax Tirs
fied expenses for an eligible student to attend an eligible ek e ke kok ok
educational institution during the tax year. No deduction is
allowed unless the
Qualified Expenses taxpayer includes

. oy . i, the name and tax-
Qualified tuition and related expenses include tuition and fees payer identification

required for enrollment or attendance at an eligible educational number of the eligi-
institution and generally include fees for: ble student on the
tax return.

B Course-related books, supplies and equipment, and
B Student activities.

The fees must be paid to the institution as a condition of enroll-
ment or attendance.

Qualified tuition and related expenses do not include the cost
of:

B Insurance,
B Medical expenses (including student health fees),

Tax Tips
B Room and board, o % % % Je % H K
B Transportation or similar personal, living or family expenses, No deduction is
even if the fees must be paid to the institution as a condition allowed to a tax-
of enrollment or attendance. payer if they are the
Eligible Student dependent of

another person.
The deduction can be claimed for the taxpayer, the taxpayer’s

spouse (if filing a joint return) and any dependent (for whom
the taxpayer claims a dependency exemption).
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Married taxpayers that file as married filing a separately
return cannot take the deduction.

An individual who is the dependent of another taxpayer cannot
claim the deduction.

Eligible Educational Institution

An eligible educational institution is generally any accredited
public, nonprofit, or private postsecondary institution eligible to
participate in the student aid programs administered by the
Department of Education. Most universities and colleges,
including community colleges, meet these requirements.

Deduction Amount

The deduction amount is determined by the taxpayer’s filing
status and adjusted gross income.

The total amount of qualified tuition and related expenses are

reduced by:

B Distributions from qualified state tuition programs
B Distributions from Coverdell ESAs
B Interest from savings bonds used for higher education

expenses

IF your filing
status is...

AND your modified
AGI is...

THEN...

Single, Head of
Household, or
Qualifying widow
(er)

Equal to or less than
$65,000

You can deduct all of
your qualified tuition
and fees up to $3,000.

More than $65,000

You cannot claim the
credit.

Married filing
jointly

Equal to or less than
$130,000

You can deduct all of
your qualified tuition
and fees up to $3,000.

More than $130,000.

You cannot claim the
credit.

Married filing
separately

Any amount

You cannot claim the
credit
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Modified adjusted gross income for purposes of the deduction for
qualified tuition and related fees is adjusted gross income before
the deduction for qualified tuition and related fees and after
adding back the following:

B Foreign earned income exclusion,
B Foreign housing exclusion or deduction,

B Exclusion of income for bona fide residents of Guam, Puerto
Rico, American Samoa, or the Northern Mariana Islands.

Figuring the deduction

The taxpayer should use the worksheet in the instruction book-
let for Form 1040 or Form 1040A to figure the allowable deduc-
tion for tuition and fees. In certain circumstances, the taxpayer
may be required to use the worksheet in Publication 970 to fig-
ure the deduction.

Example 12

Luis and Priscilla file a joint return for 2002. Their 1040 line 22
total income is $49,620. In 2002, Priscilla paid $1,300 for
classes taken at the local university. She had allowable IRA
deductions of $1,500. Their allowable tuition and fees deduction
is $1,300, shown in Exhibit 5.

Exhibit 5 Luis and Priscilla’s Tution and Fees deduction worksheet
Before you begin: / Complete Form 1040, lines 27 through 33a, if they apply to you.
\/ Figure any amount to be entered on the dotted line next to line 34 (see page xx). 4
\/ See the instructions for line 26 above.
\/ Be sure you have read the Exception above to see if you can use this worksheet
instead of Pub. 970 to figure your deduction.
1. Enter the amount from Form 1040, line 22 . . . . 1. 49,620
2. Enter the total of the amounts from Form 1040, lines 23 through 25 hnes 27 through 33a, plus any
amount you entered on the dotted line next to line34 . . . . . . . . . . . . 2. &
3. Subtract line 2 fromline 1 . . . . . . . . . . . . . . . . L L. L. 3. 48,120

Note. If the amount on line 3 is more than $65,000 ($130,000 if married filing jointly), stop here. You
cannot take the deduction for tuition and fees.

4. Tuition and fees deduction. Enter the total qualified tuition and fees (defined above) you paid in 2002. 00
Do not enter more than $3,000. Also, enter this amount on Form 1040, line 26 . . . . . . . 4. 1,8

Lesson 4 4'21
BASIC




No Double Benefits
A taxpayer cannot:

B Deduct higher education expenses on Schedule A and claim a
deduction for the same expenses.

B Claim the Hope Credit or the lifetime learning credit for an
individual in the same year as a deduction for quailified
tuition and related expenses are claimed.

B Claim a credit based on expenses paid with a tax-free schol-
arship, grant, or an employer-provided educational assis-
tance.

ONE-HALF oF SELF-EmPLoYMENT TAx

Report on Form 1040, line 29, the adjustment for one-half of
self-employment tax from Schedule SE. This subject was cov-
ered in Lesson 3, for volunteers who will be helping self-
employed taxpayers.

PenaLty on EArry WITHDRAWAL OF SAVINGS

Depositors may withdraw funds from ordinary savings accounts
any time they wish. However, if they withdraw funds from a
time deposit (such as a certificate of deposit) before the matu-
rity date, a penalty is charged. Form 1099-INT reports the
interest earned as well as any early withdrawal penalties.

As you learned in Lesson 3, taxpayers must report the total
amount of interest earned. They cannot subtract the early with-
drawal penalty from the interest earned and report the differ-
ence. The early withdrawal penalty can be claimed as an
adjustment only on Form 1040, line 32. The entire penalty is
deducted, even if it is greater than the interest income.

Example 13

Arlene has one Form W-2 and one Form 1099-INT and no other
income. Her Form 1099-INT shows both interest income and an
early withdrawal penalty. Arlene does not pay alimony, and she
did not make a contribution to a traditional IRA. She will not
itemize deductions, and she cannot claim any tax credits.

Arlene should file Form 1040 to claim the adjustment for the
penalty on early withdrawal of savings.
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Avmony Paip SPECIAL

As you learned in Lesson 3, alimony and separate maintenance PoPuLATIONS
payments are taxable to the person receiving these payments.

The person paying the alimony or separate maintenance can

claim it as an adjustment to income. This adjustment can be Divorced or sepa-
claimed only on Form 1040. The amount paid during the year rated individuals

and the recipient’s social security number are entered on line have tax questions
that are unique to

33a and 33b_, respgctively. Claim the adjustment only for their situation. Some
amounts paid during the tax year. taxpayers may ask

. . . oy you complex ques-
Child support is not the same as alimony or separate mainte tions like “How

nance payments. Child support is not taxable to the recipient much of my payment
and cannot be claimed as an adjustment by the payer. represents alimony
and how much is

child support?” or
Jury Duty Pay Given o EMPLOYER “How do | report

alimony received

As you learned in Lesson 3, Income, jury duty pay received by this year to make up
taxpayers is included in other income on line 21 of Form 1040. for payments missed
in previous years?”
Some employees receive their regular wages from their employ- VITA/TCE materials
ers when they are serving on a jury instead of working at their prepare you to
jobs. Often the jury duty pay the employees receive is turned answer simple

over to their employers. The amount given to the employer may :Idi\rl?::‘t,ac!(upeas;::::s;

be claimed as an adjustment to income. On the dotted line next with complex
to line 34, write “jury pay” and the amount. Include jury duty situations to seek

pay with the adjustments claimed on lines 23 through 33a. paid professional
tax assistance.
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OTHER ADJUSTMENTS

The other adjustments that can be claimed on Form 1040 are
beyond the scope of the VITA/TCE Program. Taxpayers who
have adjustments that aren’t discussed in this lesson should be
advised to seek paid professional tax assistance.

ToraL ApsustvenTs AND ApJusTep GRross INcomE

Add all adjustments and enter the total on Form 1040A, line 20,
or Form 1040, line 34. Subtract the total adjustments from the
total income on line 15 or 22. Enter the result on line 21 or 35.
This is adjusted gross income and is often referred to as
“AGL.” Adjusted gross income is used to compute some limita-
tions, such as the medical and dental deduction on Schedule A
and the credit for child and dependent care expenses.

4-24 oo
BASIC
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* An adjustment is an amount subtracted from total
income.
The result is adjusted gross income.

* Adjustments covered in the VITA program are:
p Educator expenses
p Contributions to a traditional IRA
P Student loan interest deduction
p Tuition and fees paid

P One-half of self-employment tax paid (volunteers
trained to prepare Schedules C-EZ and SE can assist
taxpayers claiming this adjustment)

P Penalty on early withdrawal of savings
p Alimony paid
p Jury duty pay given to employer

* The adjustments for traditional IRA contributions, stu-
dent loan interest deduction, tuition and fees deduction,
and educator expenses deduction can be claimed either on
Form 1040A or Form 1040. The other adjustments can be
claimed on Form 1040.

* Persons 70 1/2 years of age or older by the end of the tax
year cannot make traditional IRA contributions for that
tax year.

¢ Traditional IRA contrubutions generally cannot be more
than the tapayer’s taxable compensation or $3,000 ($3,500
if age 50 or older), whichever amount is smaller.

¢ Individuals who are not covered by retirement plans at
work may make deductible IRA contributions regardless
of their modified adjusted gross income. Taxpayers who
are covered by retirement plans at work may deduct all,
part, or none of their traditional IRA contributions
depending on their modified adjusted gross income and
filing status.

¢ Taxpayers may be subject to additional tax for contribut-
ing more to a traditional IRA than is allowed, making tra-
ditional IRA withdrawals before age 59 1/2, and not
withdrawing enough traditional IRA funds after age 70
1/2.

Lesson 4
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Lesson 4 2 ADJUSTMENTS  Answers 10 EXERCISES

Exercise 1

(A)

(B)
()

(D)

Yes; alimony is considered compensation for traditional
IRA purposes.

Yes; Mary is under 70 1/2.

No; Carla has no compensation for traditional IRA
purposes.

$1,250; Because her total taxable compensation is less
than $3,500.

Exercise 2

(A)

(B)

()

Yes; all of her contribution up to $3,000 is deductible
because their combined modified adjusted gross
income is not more than $150,000.

Yes; all of it is deductible because her modified adjusted
gross income is less than $34,000.

Richard may not deduct any of his contribution because his
modified adjusted gross income is at least $10,000. Lynn
will be able to deduct all of her IRA contribution because
she is not covered by an employer-sponsored retirement
plan.

Exercise 3
(A) $1,854
(B) $750
(C) 1.$2,000
2. $400
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STANDARD AND ITEMIZED Lesson 3

Depucrtions, AND Tax CoMPUTATION

IntrRODUCTION AND OBJECTIVES

In this lesson you will learn about the standard
deduction, itemized deductions and tax compu-
tations. You will learn which expenses can be
included in itemized deductions. You will also
learn when the taxpayer will use the tax tables
and the Capital Gains Worksheet to compute
their total tax.

After completing this lesson you should be able to:

Select the correct standard deduction.
Calculate and accurately report itemized
deductions on Schedule A.

Determine the miscellaneous deductions
reported on Schedule A, line 27.

Use the Capital Gain Tax Worksheet to
calculate tax.

Accurately calculate and report tax liability.

Tax Tirs
S TANDARD DEpuction ok ke k kK kk ok ok

The standard deduction depends on: The charts showing
the standard deduc-
B the taxpayer’s filing status, tion amounts are
B whether the taxpayer (or the taxpayer’s included in the IRS
spouse) is 65 or older and/or blind, and Volunteer Quick
B whether the taxpayer can be claimed as a ALEWED I,

which is part of your

dependent on another taxpayer’s return. Publication 678
Based on the taxpayer’s situation, you will Package.
figure the standard deduction by using one of
the following:

B Standard deduction amount for the appropri-
ate filing status from the appropriate tax
form,

B Standard Deduction Chart for People Age 65 or
Older or Blind, or

B Standard Deduction Worksheet for Dependents.
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Tax Tirs

0. 2.0.0.0.0.0.0.0.8.9
Be sure to check
the appropriate
boxes on line 5,
Form 1040EZ, lines
23a and 23h, Form
1040A, or lines
37a/37h, Form 1040.
Failure to do so
could generate an
IRS notice and may
delay processing of

Example 1

Bob is 55 years old and is married to Janice, age 50. If they are
filing a joint return and neither is blind, they can enter $7,850
on either Form 1040 or Form 1040A for their standard deduc-
tion amount.

Example 2

John is 73 years old, blind, and files a single tax return. To find
his standard deduction, use the Standard Deduction Chart for
People Age 65 or Older or Blind. His standard deduction is
$7,000.

PersonaL Exemprion in Connection With

Stanparp Depuction on Form 1040EZ

If the taxpayer (or his or her spouse, if married filing a joint
return) can be claimed as a dependent on another taxpayer’s
return, check the Yes box on line 5 of the Form 1040EZ. To fill
in the amount on line 5 for this taxpayer, you must then turn
the form over and complete the worksheet (the Exhibit shows a

the return. blank worksheet from Form 1040EZ, page 2).

If the taxpayer (or his or her spouse, if filing a joint return) can-
not be claimed as a dependent on another taxpayer’s return,
check the No box on line 5. Enter on line 5 the amount shown
below that applies to the taxpayer (and spouse, if married filing
jointly).

A. Single, enter $7,700. This is the total of the taxpayer’s stan-
dard deduction ($4,700) and personal exemption ($3,000).
Exhibit 1 Form 1040EZ, Page 2

Worksheet Use this worksheet to figure the amount to enter on line 5 if someone can claim you (or your
for spouse if married) as a dependent, even if that person chooses not to do so. To find out if someone
can claim you as a dependent, use TeleTax topic 354 (see page 6).

dependents . .

who . Amount, if any, from line 1 on front =~———

checked + 25000 Enter total®» A.___
“Yos” on B. Minimum standard deduction . . . . . . . . . . . . . . B.___ 75000
IinZSS 0 C. Enter the larger of line A or line B here . . . . .. . C.

D. Maximum standard deduction. If single, enter $4,700; if married,

(keep a copy for
your records) enter$7850. . . . . . . . . . . . ... ... ... D
E. Enter the smaller of line C or line D here. This is your standard
deducton . . . . . . . . . . . . . . . ... . ... E.

F. Exemption amount.
® [f single, enter -0-.
® If married and— F.
-both you and your spouse can be claimed as dependents, enter -0-.
-only one of you can be claimed as a dependent, enter $3,000.

G. Add lines E and E Enter the total here and on line 5 on the front . . G.
If you checked “No” on line 5 because no one can claim you (or your spouse if married) as a
dependent, enter on line 5 the amount shown below that applies to you.
® Single, enter $7,700. This is the total of your standard deduction ($4,700) and your exemption
($3,000).
® Married, enter $13,850. This is the total of your standard deduction ($7,850), your exemption
($3,000), and your spouse’s exemption ($3,000).
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B. Married, enter $13,850. This is the total of the taxpayer’s
and spouse’s standard deduction ($7,850), exemption for the
taxpayer ($3,000), and exemption for the taxpayer’s spouse
($3,000).

Exercise 1

A. James is 37 years old. He has two children who live with
him and he files as head of household. What is James’ stan-
dard deduction?

B. Malcom is 37 years old. He was divorced in 2002. He is
blind and has no dependent children. What is Malcom’s
standard deduction?

C. Carl is 67 years old and married to Sue, who is 59 years
old. Neither is blind. If they file a joint return, what is their
standard deduction?

D. If they are filing separate returns, what is Carl’s standard
deduction?

E. If they are filing separate returns, what is Sue’s standard
deduction?

F. Shirley is 15 years old and is claimed as a dependent on her
parents’ tax return. She earned $1,500 during the summer
and deposited it all into her savings account, where she
earned $40 in interest. What is her standard deduction?

PoTENTIAL
PiTFALLS A
Entering an incor-
rect standard
deduction amount
is a frequently
made error on tax
returns. Take care
to report the correct
standard deduction
amount.

Tax Tips
ek kK kK ko

A married taxpayer
who files a separate
return and whose
spouse itemizes
deductions will usu-
ally find it more ben-
eficial to itemize
deductions than to
take the standard
deduction of zero.

ITemizep DepucTions

Taxpayers can either claim the standard deduction or itemize
their deductions. Both the standard deduction and itemized
deductions reduce adjusted gross income. Most taxpayers
choose the larger of their itemized deductions or their standard
deduction. However, there are some exceptions:

B A married taxpayer filing a separate return cannot claim the

standard deduction if the taxpayer’s spouse itemizes
deductions, and
B Nonresident aliens cannot claim the standard deduction.

For state tax purposes, it may be beneficial for some taxpayers to

itemize deductions even if their total deductions are less than their

standard deduction. If they do choose to itemize their deductions,
enter “IE” (itemized elected) next to line 38 on Form 1040.

When itemizing, you should complete the taxpayer’s return
through line 36 of Form 1040. Then figure itemized deductions
on Schedule A.

Lesson 5
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PoTENTIAL
PitraLLs A
Explain to taxpay-
ers that they can
only deduct ex-
penses in the year
they are paid. They
cannot deduct
expenses that are
owed but not paid.

@ PERSON

s T ——

PERsoN »

If you believe that a
specific expense is
not deductible, but a
taxpayer insists that
itis, politely refer
the taxpayerto a
paid professional
tax preparer. The
taxpayer may be
correct. However,
you should not
deduct an expense
unless you are
absolutely sure that
it qualifies as an
itemized deduction.

5-4
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Medical and Dental Expenses
Claim medical and dental expenses paid in 2002 on lines
1 through 4 of Schedule A. Include expenses incurred for:

the taxpayer and spouse,

dependents claimed on the return, and

others who could have been claimed as dependents except
that they had gross income of $3,000 or more, or they filed
a joint return.

If a child of divorced or separated parents is claimed as a
dependent on either parent’s return, each parent may deduct
the medical expenses that he or she pays for the child.

Deductible expenses include:

Prescription medicines and drugs (including insulin)
Medical, dental, and nursing care, including amounts paid
for unreimbursed qualified long-term care services

Medical and hospital insurance premiums, including
amounts paid for eligible long-term care (subject to certain
limitations based on the insured person’s age — see table
later.)

Prescription eyeglasses, hearing aids, crutches, wheelchairs,
braces, and guide dogs

Transportation for medical care at 13 cents a mile, or actual
out-of-pocket expenses, plus parking fees and tolls

Certain lodging expenses

Certain home improvements made for medical care purposes
or to make the home suitable for a disabled person

Medicare A premiums for persons not enrolled in Social
Security

Medicare B

Certain weight-loss programs to treat disease diagnosed by a
physician, including obesity

Unreimbursed costs of smoking-cessation programs, including
the cost of prescription drugs designed to alleviate nicotine
withdrawal

Expenses for admission and transportation to a medical confer-
ence relating to the chronic disease of a dependent (if the costs are
primarily for and essential to the medical care of the dependent).

Total medical and dental expenses must exceed 7.5 percent of a tax-
payer’s adjusted gross income (Form 1040, line 35) for Schedule A
deduction.



Nondeductible expenses include:

B Medical expenses paid from a medical savings account

(MSA). [Refer taxpayers with MSAs to Publication 969,

Medical Savings Accounts (MSAs), Publication 502, Medical

and Dental Expenses, and a paid professional tax preparer.]

Payroll tax paid for Medicare A

Life insurance policy premiums

Babysitting, child care, and nursing care for a healthy baby

Illegal drugs

Nonprescription drugs or medicines

The cost of purchasing diet food items

Nonprescription nicotine gum and patches designed to stop

smoking

Funeral, burial, or cremation costs

Unnecessary cosmetic surgery (surgery that does not correct

a congenital abnormality or an abnormality caused by injury

or disease)

Income protection policies, including nursing home policy

premiums, if the policy ensures a maximum out-of-pocket

expense per day

B Meals and lodging while attending a medical conference relat-
ing to the chronic disease of a dependent.

Eligible Long-Term Care Premiums
Attained age before the close of the taxable year:

40 years or less $ 240
More than 40, but not more than 50 $ 450
More than 50, but not more than 60 $ 900
More than 60, but not more than 70  $2,390
More than 70 $2,990

These figures should always be checked against the figures in
the instructions for the Form 1040, Schedule A.
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Exercise 2
Sam and Paula Fordham file a joint return.

Sam’s social secu-

rity number is 000-00-8612. Their adjusted gross income is

$40,000. They paid the following medical bills:

Unreimbursed doctors’ bills $ 500
Unreimbursed orthodontist bill for braces 1,200
Hospital insurance premiums 300
Life insurance premiums 500
Unreimbursed prescription medicines 100
Vitamins 70
Hospital bill (before deducting $1,000

reimbursed by insurance company) 2,000
Smoking cessation program 150

Complete the Medical and Dental Expenses section of
Schedule A for the Fordham family.

Exhibit 2 Schedule A
SCHEDULES A&B Schedule A4temized Deductions OMB No. 1545-0074
Form 1040
( ) (Schedule B is on back) @@02
Department of the Treasury Attachment
Internal Revenue Service  (99) » Attach to Form 1040. > See Instructions for Schedules A and B (Form 1040). Sequence No. 07
Name(s) shown on Form 1040 Your social security number
Medical Caution. Do not include expenses reimbursed or paid by others.
and 1 Medical and dental expenses (see page A-2) . . .

Dental 2 Enter amount from Form 1040, line 36 |2 | |
Expenses 3 Multiply line 2 above by 7.5% (075) . . . . . . L3
4 Subtract line 3 from line 1. If line 3 is more than line1, enter-0-. . . . . . | 4
Taxes

To be deductible, a tax must be imposed on and paid by the tax-
payer. Taxpayers cannot deduct:

B a tax that they do not owe, but pay for someone else,
B a tax that they owe, but someone else pays, or
B a tax that was not paid in 2002.

Report deductible taxes on lines 5 through 9 of Schedule A.

State, Local, and Foreign Income Taxes—Taxpayers can
deduct income taxes paid to a state or local government or to a
foreign government or any of its subdivisions. These taxes
include tax withheld, estimated payments, and tax paid for an
earlier year.

Real Estate Taxes—State, local, or foreign taxes on real prop-
erty, such as the taxpayer’s house or land, are deductible. Real
estate taxes are deductible when paid. If the taxes are paid with
a mortgage payment and held in escrow, do not deduct the taxes
until they are paid by the bank or mortgage lender.
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Assessments to pave a street or install lighting or a sewer gen-

erally are not deductible. SPECIAL
Personal Property Tax—Taxes that state and local govern- PoruLaTiONS
ments.charge on the value of person'al prop.erty are deductlbl(?. — @ —
A portion of the cost of personal vehicle registration may fall in
this category. Members of the
clergy and military
Nondeductible Taxes—Many federal, state, and local govern- personnel can
ment taxes are not deductible. The following taxes are not deduct real estate
deductible: taxes even if they
receive a housing
B General sales tax allowance that is
B Federal taxes—income tax, social security (FICA), Medicare, excluded from
railroad retirement tax, gift tax, and excise taxes or customs income. Also, they
duties can deduct allow-
. . . able mortgage
B Hunting licenses and dog licenses interest even if the
B Water and sewer taxes interest was paid
B Taxes on alcoholic beverages, cigarettes, and tobacco from a nontaxable
B State, local, and federal taxes on gasoline, diesel, and other housing allowance.
motor fuels used in a nonbusiness vehicle

B Utility taxes—telephone, gas, electricity, etc.

Interest
Interest is the amount that is paid in order to borrow money.
Only taxpayers who are legally liable for the debt can deduct
the interest in the year it is paid or accrued. Interest expenses
are reported on lines 10 through 14 of Schedule A.

Home Mortgage Interest—The amount of mortgage interest
that a taxpayer can deduct depends on the:

B date of the loan,
B amount of the loan, and
B use of the proceeds of the loan.

If the mortgage debt was incurred on or before October 13,
1987, and was secured by a main or second home, the interest
on that debt is fully deductible, regardless of the amount of the
loan or the use of the loan proceeds.

If the mortgage debt was incurred after October 13, 1987,

and was secured by a main or second home, the interest is fully
deductible if:

B the loans plus any grandfathered debt do not exceed $1 mil-
lion ($500,000 if married filing separate returns), and

B the proceeds were used to buy, build, or improve the home
or homes.
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Tax Tips
e

If the taxpayer does
not meet the excep-
tion that allows him
or her to deduct the
full amount of points
in the year paid,
refer the taxpayer to
a paid professional
tax preparer.

Tax Tips
1. 0.0.0.6.0.0.6.0.6 4

Taxpayers that meet
the exception may
choose to either
fully deduct points
in the year paid on a
home mortgage or
they may choose to
amortize such points
over the life of the
loan, beginning in
the year the loan
was acquired. In
either case, the
points are deduct-
ible as interest on
Schedule A (Form
1040).
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In addition to loans used to buy, build, or improve a main or
second home, taxpayers can deduct interest on other loans
secured by a main or second home, regardless of the use of the
proceeds, if:

B the total of these loans does not exceed $100,000 ($50,000 if
married filing separate returns), and

B the total amount of the secured debt is not more than the
home’s fair market value minus any outstanding acquisition
debt and any grandfathered debt on the home.

Points. Certain charges paid by a borrower and/or a seller to a
lender to secure a loan are called points. They are also called
loan origination fees (including VA and FHA loan origination
fees), maximum loan charges, premium charges, loan discount,
or discount points.

Points paid only for the use of money are considered prepaid
interest. This interest, even if it qualifies as home mortgage
interest, must be spread over the life of the mortgage and is
considered paid and deductible over that period unless it meets
the following exception.

Exception. A taxpayer may fully deduct points in the year he
or she pays them only if all of the following conditions apply.

The taxpayer itemizes deductions.

The taxpayer’s loan is secured by his or her main home. (The

main home is the one the taxpayer lives in most of the time.)

Paying points is an established business practice in the area

where the loan was made.

The points paid were not more than the points generally

charged in that area.

The taxpayer uses the cash method of accounting. (The cash

method means that the taxpayer reports income in the year

received and deducts expenses in the year paid.)

The points were not paid in place of amounts that ordinarily

are stated separately on the settlement statement, such as

appraisal fees, inspection fees, title fees, attorney fees, and
property taxes.

B The taxpayer uses his or her loan to buy or build his or her
main home.

B The points were computed as a percentage of the principal
amount of the mortgage.

B The amount is clearly shown on the settlement statement
(such as Form HUD-1) as points charged for the mortgage.
The points may be shown as paid from either the taxpayer’s
or the seller’s funds.

B The funds the taxpayer provided at or before closing, plus

any points the seller paid, were at least as much as the

points charged. The funds the taxpayer provided do not have



to have been applied to the points. They can include a down
payment, an escrow deposit, earnest money, and other funds
the taxpayer paid at or before closing for any purpose. The
taxpayer cannot have borrowed these funds from his or her
lender or mortgage broker.

Charges by the lender for specific services, such as appraisal
fees, preparation costs, VA funding fees, or notary fees, may be
called points. However, these charges are not considered inter-
est and are not deductible.

Points paid by the seller are deductible as interest by the buyer.

Points paid to refinance a mortgage are generally not deductible
in full in the year the taxpayer paid them (unless they are paid
in connection with the improvement of a main home and the
first seven statements, discussed earlier under Exception, are
true).

Points paid in excess of those generally charged in the area and
points paid to refinance a mortgage can be deducted over the
life of the mortgage. Deduct points reported to the taxpayer on
Form 1098 on line 10 of Schedule A (Form 1040). Deduct points
not reported to the taxpayer on Form 1098 on line 12 of
Schedule A (Form 1040).

Investment Interest. Interest that is paid on money borrowed
to buy or carry property held for investment is called invest-
ment interest. Taxpayers with investment interest expense
that exceeds investment income (interest and ordinary dividend
income) should see a paid professional tax preparer.

Interest that cannot be deducted. Interest that cannot be
deducted includes:

B Interest on car loans where the car is used for personal use
and other personal loans,

B Credit investigation fees,

B Loan fees; aid for services necessary to get a loan,

B Interest on a debt the taxpayer is not legally liable to pay, and

B Finance charges on credit card purchases of personal items.

PoTENTIAL
PiTraLLS A
Personal interest
cannot be claimed
as an itemized
deduction. Personal
interest includes
interest on car
loans, credit card
balances, and
installment-plan
loans that are
incurred for per-
sonal use or for per-
sonal expenses.
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Exercise 3

John and Shannon file a joint return. During the year, they paid
the bank $2,180 of interest on their home mortgage that was
re-ported to them on Form 1098 (all qualified), $400 in credit
card interest, $300 on an installment loan, and $2,000 on a car
loan. Complete the Interest You Paid section of Schedule A for
John and Shannon.

Exhibit 3 Schedule A

Interest 10  Home mortgage interest and points reported to you on Form 1098 | 10
You Paid 11  Home mortgage interest not reported to you on Form 1098. If paid
(See to the person from whom you bought the home, see page A-3
page A-3.) and show that person’s name; identifying no., and address »
Note. . 11
Personal 12 7 Points not reported to you on Form 1098. See page A-3
interest is Y 12
not forspecialrules. - . . . . . . . . . . . . .
deductible. 13 Investment interest. Attach Form 4952 if required. (See

page A-3) . . . . . . . . .. ... 13

14 Addlines10through 13 . . . . . . . . . . . . . . . . . ...

ntribution

Tax Tips Contributions

L8e 888888 8.8 ¢ Taxpayers can deduct contributions to organizations that are:
Taxpayers can ) . o .
deduct contributions B Organized and operated exclusively for religious, charitable,
to a U.S. organiza- educational, scientific, or literary purposes,

tion that transfers B Organizations that work to prevent cruelty to children or

funds to a charitable

forei izati animals, and
Tohri(;l?:t?l:gavtlhz:ﬂ!lzl:. B Organizations that foster national or international amateur

the U.S. organization sports competition if they do not provide athletic facilities or

controls the use of equipment.

::fefil;;d:r;;:i;gfi on To be deductible, contributions must be made to an organiza-

is only an adminis- tion, not an individual. Qualifying organizations include:

trative arm of the

LG e, B Churches, synagogues, temples, mosques, Salvation Army,

Red Cross, CARE, United Way, Boy Scouts, Girl Scouts,
World Wildlife Fund, etc.,

B Fraternal orders (if used for the purposes listed above),

B Nonprofit schools and hospitals,

B Nonprofit medical research organizations,

B Veterans’ groups and certain cultural groups, and

B Federal, state, and local governments (if the gifts are exclu-
sively for public purposes).

Nonqualifying organizations include:

B Business organizations, such as the Chamber of Commerce,
B Civic leagues and associations,
B Political organizations and candidates,
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B Social clubs,

B Foreign organizations,

B Homeowners’ associations, and
B Communist organizations.

Deductible items include: Tax Tirs

Taxpayers can also
deduct contributions
for disaster relief,

B Dues, fees, and assessments paid to qualified organizations
above the value of the benefits received (not country clubs or

other social organizations), for example, flood or
B Fair market value of used clothing, furniture, hurricane relief, to a
B Cost and upkeep of uniforms that have no general use but qualified organiza-

must be worn while performing donated services, tion. However, a tax-

B Unreimbursed transportation expenses that relate directly 2%3‘;;’:323; (fl:rduct

to the services the taxpayer gave the qualified organization, relief to a particular
including bus fare, parking fees, tolls, and either the actual family or individual.
cost of gas and oil or a standard mileage charge of 14 cents
per mile, and

B The part of a contribution above the fair market value for

items such as merchandise and tickets to charity balls or A
sporting events. ALERT
Nondeductible items include: If the taxpayer
B Cost of raffle, bingo, or lottery tickets, :?:,:( f: : :3:|tirflybi:g
B Tuition, organization that is
B Value of a person’s time or service, more than $75 and
B Blood donated to a blood bank or the Red Cross, is partly for goods
B Car depreciation, insurance, general repairs, or maintenance, or services, the
B Direct contributions to an individual LEvinglorean za
. . i tion must give the
B Sickness or burial expenses for members of a fraternal taxpayer a written
society, and statement. For more
B The part of a contribution that personally benefits the tax- information, see
payer (such as the fair market value of the meal eaten at a Publication 526, Chari-

charity dinner). table Contributions.

Report cash and check contributions on Schedule A, line 15.
Contributions other than cash or check are entered on line 16.
Taxpayers with noncash contributions exceeding $500 should
see a paid professional tax preparer.

The taxpayer must keep records to prove the amount of the cash
and noncash contributions he or she makes during the year.

A taxpayer can claim a deduction for any single contribution of
$250 or more only if he or she has a written acknowledgment of
the contribution from the qualifying organization. You do not
have to see the written acknowledgement, but you should ask
the taxpayer if they have one.
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Exercise 4

Rose contributed $600 to St. Martin’s Church (church gave let-
ter verifying amount), $32 to the Girl Scouts, and $40 to a fam-
ily whose house burned. She purchased $50 worth of lottery
tickets and spent $100 playing bingo at her church. She donated
used furniture with a fair market value of $200 to Goodwill.

Complete the Gifts to Charity section of Schedule A for Rose.

Exhibit 4 Schedule A
Gifts to 15  Gifts by cash or check. If you made any gift of $250 or
Charity more, seepage A-4 . . . . . . . . . . . .
If youmadea 16  Other than by cash or check. If any gift of $250 or more,
gift and got a see page A-4. You must attach Form 8283 if over $500 | 16
S:gefg fgrAEZ 17 Carryover from prioryear . . . . . . . . . . 17
Page ™ 48  Addlines 15 through 17 . . . . . . . . . . . . . . . . . . [ 18
Tax Tips Casualty and Theft Losses
5k Ak kK A casualty occurs when property is damaged as a result of a
Do not try to com- sudden, unexpected, or unusual event such as fire, storm, ship-
pute the deductible wreck, flood, earthquake, or automobile accident. Theft is the
casualty or theft unlawful taking and removing of money or property with the
loss for taxpayers. intent to deprive the owner of it. Theft does not include the

This deduction is

complex, with many
rules and excep- A casualty or theft may result in a gain if the insurance pro-
tions. Refer the tax- ceeds or other reimbursements exceed the adjusted basis of

B?gfi;ts(::ng?ltgx destroyed or stolen property.

[Pl e Usually, however, a casualty or theft results in a loss. Part

of a casualty or theft loss may be deductible if the taxpayer can
prove that the casualty or theft occurred to property that the
taxpayer owned. The taxpayer must also prove the dollar
amount of the loss.

mere disappearance of money or property.

Miscellaneous Itemized Deductions
Certain employee expenses, expenses of producing income, and
other qualifying expenses are reported as miscellaneous itemized
deductions on Schedule A. Miscellaneous itemized deductions
that exceed 2% of adjusted gross income are deductible. There
are some miscellaneous itemized deductions that are deductible,
regardless of a taxpayer’s adjusted gross income.

Examples of deductions that are subject to the 2% limit and
that are reported on lines 20 through 26 of Schedule A are:

B Union dues and fees,

B Professional society dues,

B Uniforms not adaptable to general use,
B Small tools and supplies,

B Professional books, magazines, journals,
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Employment-related educational expenses,
Expenses of looking for a new job,

Investment counsel fees,

Investment expenses,

Tax counsel and assistance,

Fees paid to an IRA custodian, and

Safe deposit box rental for investment documents.

Examples of deductions that are not subject to the 2% limit and
that are reported on line 27 of Schedule A are:

B Gambling losses to the extent of gambling winnings, and

B Work-related expenses for an individual with a disability,
such as attendant-care services at the individual’s place of
work, that are necessary for the person to work.

Nondeductible expenses include:

Burial or funeral expenses,

Wedding expenses,

Fees and licenses, such as car and marriage licenses and
dog tags,

Fines and penalties, such as parking tickets,

Home repairs, insurance, and rent,

Illegal bribes and kickbacks,

Insurance premiums (except medical insurance premiums),
Losses from the sale of a taxpayer’s home, furniture, or
personal car,

Lost or misplaced cash or property,

Personal legal expenses, and

Commuting expenses to and from work.
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Exercise 5
Roberts’s adjusted gross income is $20,000. He wants to deduct
the following items on his tax return:

2002 income tax preparation fee $100
Safe deposit box rental (used to keep bonds) 75
Life insurance premiums 300
Investment expenses 70
Loss on sale of personal home 800
Investment journals and newsletters 250
Investment advisory fees 200
Attorney fees for preparation of will 100

Complete Robert’s Schedule A, lines 20 through 26.

Exhibit 5 Schedule A
Job Expenses 20 Unreimbursed employee expenses—ijob travel, union
and Most dues, job education, etc. You must attach Form 2106
Other or 2106-EZ if required. (See page A-5.) » ...
Miscellaneous .
Deductions 20
21 Tax preparationfees. . . . . . . . . . . . 21
(See 22 Other expenses—investment, safe deposit box, etc. List
page A-5 for type and amount »_ . %
expenses to 20
deduct here.) st
23 Add lines 20 through22 . . . . . . . . . . 23
24  Enter amount from Form 1040, line 36 |24 | |
25 Multiply line 24 above by 2% (.02) . . . . . . . L25

26 Subtract line 25 from line 23. If line 25 is more than line 23, enter -0- . . . .

Tax Tips TotaL Itemizep DepucTions
1. 2.0.0.0.0.0.6.0.0 4

There is a limit on Schedule A, line 28, is Total Itemized Deductions. It is the sum
total itemized of lines 4, 9, 14, 18, 19, 26, and 27.

deductions for tax-

payers with adjusted Compare the amount on line 28 to the standard deduction, and
gross income greater enter the larger of the two on Form 1040, line 38.

than $137,300

($68,650, if married
filing separately.)
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Exercise 6
Seth A. and Karen Yale’s adjusted gross income is $28,000.
Seth’s social security number is 000-00-1039. They gave you a
list of their itemized deductions. They received no insurance
reimbursement for medical expenses. They purchased their
home in 1989, and the mortgage is held by a commercial mort-
gage company. They have not refinanced the mortgage or
increased the principal balance since they bought their home.
They are both under age 65 and not blind. Neither can be
claimed as a dependent by another taxpayer.

Medical expenses:

Medical insurance premiums $480
Hospital 600
Doctors and dentists 820
Vitamins 75
Prescription drugs 300
Insulin 120
Taxes:
State income tax $1,200
Federal income tax 2,400
Real estate tax 780
Interest:
Interest on mortgage (reported on Form 1098) $4,500
Car loan 900
Credit cards 102
Contributions:
Church (gave Yales’ letter verifying this amount) $850
Bingo costs 60
American Cancer Society 130
Canned goods donated to a food drive 15
Fair market value of donated used clothing 60
Miscellaneous:
Union dues $90
IRA custodial fee 10
Traffic fine 70
Investment expenses 20

Complete Seth and Karen’s Schedule A.

Lesson 5
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Exhibit 6 Schedule A

SCHEDULES A&B Schedule A—Itemized Deductions OMS No. 1545-0074
F. 1040

(Form 1040) (Schedule B is on back) 2@02
Department of the Treasury Attachment

Internal Revenue Service  (99) » Attach to Form 1040. > See Instructions for Schedules A and B (Form 1040). Sequence No. O

Name(s) shown on Form 1040 Your social security number

Medical Caution. Do not include expenses reimbursed or paid by others.
and 1 Medical and dental expenses (see page A-2) . . . 1
Dental 2 Enter amount from Form 1040, line 36 |_2_| |
Expenses 3 Multiply line 2 above by 7.5% (075) . . . . . .3
4  Subtract line 3 from line 1. If line 3 is more than line 1, enter.-0- .
Taxes You 5 State and local income taxes . . . . & . .. . 5
Paid 6 Real estate taxes (see page A-2) . . . . . . 6
(See 7 Personal property taxes. .. . BN W) 7
page A-2.) 8 Other taxes. List type and amount > ,,,,,,,,,,,,,,,,,,,, %
8
9 Add lines 5 through8 . A W

Interest 10 Home mortgage interest and points reponed to you on Form 1098 10
You Paid 11 Home mortgage interest not reported to you on Form 1098. If paid
(See to the person from whom you bought the home, see page A-3
page A-3.) and show that person’s name,-identifying no., and address »
Note. il 11
Personal 12  Points'not reported to you on Form 1098. See page A-3
interest is
not for special rules . . . . 12
deductible. 13 Investment interest. Attach Form 4952 if reqwred (See

page A-3.) . . . . e e e e 13

14 Add lines 10 through 13 L.
Gifts to 15  Gifts by cash or check. If you made any gift of $250 or

Charity more, see page A-4 .
If youmadea 16 Other than by cash or check. If any g|ft of $25O or more,
gift and got a see page A-4. You must attach Form 8283 if over $500 | 16

benefit for it, 17

see page A4, Carryover from prioryear . . . . . . . . . . 17

18 Add lines 15 through 17

Casualty and
Theft Losses 19 Casualty or theft loss(es). Attach Form 4684. (See page A-5.) .

Job Expenses 20 Unreimbursed employee expenses—ijob travel, union

and Most dues, job education, etc. You must attach Form 2106
Other or 2106-EZ if required. (See page A-5.) P ...
Miscellaneous ..
Deductions 20
21 Tax preparation fees. . . 21
(See 22  Other expenses—investment, safe deposn box etc. Llst
page A-5 for type and amount ®_ ... ... %
expenses to 22
deduct here.) = crrrrrmmreoeemeessoeeoeooee e
23 Add lines 20 through 22 . . . o 23
24  Enter amount from Form 1040, line 36 | 24 l l %
25 Multiply line 24 above by 2% (02) . . . . . . . L 25
26  Subtract line 25 from line 23. If line 25 is more than line 23, enter -0- .
Ut_her 27 Other—from list on page A-6. List type and amount » ... ...
Miscellaneoys
Deductions
Total 28 Is Form 1040, line 36, over $137,300 (over $68,650 if married filing separately)?
Itemized [] No. Your deduction is not limited. Add the amounts in the far right column
Deductions for lines 4 through 27. Also, enter this amount on Form 1040, line 38. > | 28

L] Yes. Your deduction may be limited. See page A-6 for the amount to enter.

For Paperwork Reduction Act Notice, see Form 1040 instructions. Cat. No. 11330X Schedule A (Form 1040) 2002
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TaxaBLE IncomE ComPUTATION

Once you have determined the standard deduction, compare it
to the total itemized deductions. In most cases, you will enter

the larger of the two amounts on Form 1040, line 38. Subtract
line 38 from line 36 and enter the result on line 39. Then sub-

tract the exemption deduction (line 40) to compute the taxable
income.

If the taxpayer has capital gain distributions that are reported
directly on Form 1040 or Form 1040A, the taxpayer should use
the Capital Gain Tax Worksheet to determine if the tax is less.
The taxpayer should:

B Check the box next to line 13, Form 1040 and
B Use the Capital Gain Tax Worksheet (Exhibit ) from either
the Form 1040A or 1040 instruction booklet to compute tax.

Example 8

Marjorie is a single taxpayer with taxable income of $46,250.
She files Form 1040 and does not have to file a Schedule D. In
2002, she received capital gain distributions of $798 from XYZ
Investments. Marjorie pays less tax by using Capital Gain Tax

Worksheet (Exhibit 3).
Exhibit 7 Marjorie's Capital Gain Tax Worksheet
Capital Gain Tax Worksheet—Line 42 Keep for Your Records
Before you begin: \/ Be sure you do not have to file Schedule D (see the instructions for

Form 1040, line 13, on page 23).
Be sure you checked the box on line 13 of Form 1040.

1. Enter the amount from Form 1040, line 41 . . . . . . . . . . . 1. 446@

2. Enter the amount from Form 1040, line 13 . . . . . . . . . . . 2. 7798

3. Subtract line 2 from line 1. If zero or less, enter -0- . . . . . . . . 3. —45:4_52

4. Figure the tax on the amount on line 3. Use the Tax Table or Tax Rate Schedules, whichever applies 4. 9,124

5. Enter the smaller of:

® The amount on line 1 or

® $27,050 if single; $46,700 if married filing jointly or .. . 5__ 87980
qualifying widow(er); $23,350 if married filing separately;
or $37,450 if head of household.
6. Is the amount on line 3 equal to or more than the amount on line 5?

(X Yes. Leave lines 6 through 8 blank; go to line 9 and check the “No” box.

[ No. Enter the amount from line 3 e e e e e 6.
7. Subtract line 6 from line5 . . . . . . . . . . . . . . . . 7/, I
8. Multiply line 7 by 10% (.10) . . . . . . . . . . . . . . ..o 8.

9. Are the amounts on lines 2 and 7 the same?
[] Yes. Leave lines 9 through 12 blank; go to line 13.

No. Enter the smaller of line 1 or line2 . . . . . . . . . . 9 798
10. Enter the amount, if any, from line7. . . . . . . . . . . . . 10
11. Subtract line 10 from line 9. If zero or less, enter -0- . . . . . . . 11 —798
12. Multiply line 11 by 20% (20) . . . . . . . . .+ . . . ... ... .. 12.___ 160
13. Add lines 4,8, and 12 . . . . _ S . .. .. 13.____ 9,384

14. Figure the tax on the amount on line 1. Use the Tax Table or Tax Rate Schedules, whichever applies 4. 9,344

15. Tax on all taxable income (including capital gain distributions). Enter the smaller of line 13 or 4
line 14 here and on Form 1040, line 42 . . . . . . . . . . . . . . . . . . .. 15____ 9,284
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Tax Tips
0. 0.60.0.60.60.0.6.6.6

The Tax Table

for Form 1040 is
included in the
Tax Forms Booklet
Appendix.

Tax Tips
ke k kK ke ke

To reduce errors
when finding the
amount of tax in the
Tax Table, look up
the tax a second
time after complet-
ing the return.

Tax Tips
3k kK K kK

Always read the
column heading
before finding the
tax in the Tax
Tables.
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Lesson 5

FinoivG THE Tax

Taxpayers with taxable income of less than $100,000 use the
Tax Table to find their tax. However, children under 14 years of
age who have more than $1,500 of investment income (interest,
dividends, etc.) might not be able to use the Tax Table. Their in-
come might have to be taxed at the parents’ tax rate. These tax-
payers should be referred to a paid professional tax preparer.

The Tax Table is in the instruction booklet for the tax forms.
The tax is based on the person’s filing status and taxable
income. To find the tax, use the taxable income from the tax
forms (1040EZ, line 6; 1040A, line 27; and 1040, line 41), and:

B locate the income bracket for the taxable income,

B read across that line until you reach the column for the
appropriate filing status, and

B find the amount where the taxable income and filing status
meet. This is the tax.

If the taxable income is the same as the ending amount in an
income bracket, go to the next bracket to find the tax.

Qualifying widows(ers) use the married filing jointly column.

Enter the tax on Form 1040EZ, line 10, Form 1040A, line 28, or
Form 1040, line 42.

Double check the amount entered. Common errors include:

B Using the wrong standard deduction,

B Incorrectly figuring the exemption amount,

B Using an amount other than taxable income to find the tax,
B Picking up the wrong number from the Tax Table, and

B Transposing the numbers when entering the tax amount.



»» Summing Up THis LEsson <<«

Both the standard deduction (or total itemized deductions, if
greater) and exemption amounts are subtracted from adjusted
gross income to arrive at taxable income.

The standard deduction depends upon:

p filing status,

P age, eyesight, and

P whether the taxpayer can be claimed as a dependent on
another taxpayer’s return.

Determine the standard deduction by using the:

p Standard Deduction amount for the appropriate filing
status from the appropriate tax form,

P Standard Deduction Chart for People Age 65 or Older or
Blind, or

p Standard Deduction Worksheet for Dependents.

Itemized deductions are specifically allowed by law. Claim
itemized deductions on Schedule A (Form 1040).

Itemized deductions include:

P Medical and dental expenses

P Taxes paid

p Home mortgage and certain investment interest paid
p Charitable contributions

p Casualty and theft losses

P Miscellaneous itemized deductions.

Medical and dental expenses that exceed 7.5 percent of
adjusted gross income are deductible.

To be deductible as a charitable contribution, a donation of
$250 or more must be acknowledged in writing by the charita-
ble organization that received the donation.

Most miscellaneous itemized deductions that exceed 2% of
adjusted gross income are deductible. However, there are
certain miscellaneous itemized deductions that are fully
deductible, regardless of adjusted gross income.

If deducted investment interest expense exceeds investment
income, refer the taxpayer to a paid professional tax preparer.

If you are uncertain whether an expense qualifies as a deduc-
tion, do not guess. Refer the taxpayer to a paid professional
tax preparer.

Lesson 5
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»» Summing Up THis LEsson <<«
(Continued)

Most taxpayers compare their total itemized deductions to
their standard deduction and enter the larger amount on Form
1040, line 38.

Do not use the Tax Table for taxpayers with taxable income of
$100,000 or more.

Common errors include:

P Using the wrong standard deduction,

P Incorrectly figuring the exemption amount,

P Using an amount other than taxable income to find the tax,
p Picking up the wrong number from the Tax Table, and

P Transposing the numbers when entering the tax amount.
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/ Stanparp anp ITEmizep
_ Depuctions anp Tax

CompPuTATION

ANSWERS T0 EXERCISES

Exercise 1
(A) 86,900
(B) $5,850
(C) $8,750
(D) $4,825
(E) $3,925
(F) $1,750
Exercise 2 Sam and Paula’s Schedule A
SCHEDULES A&B Schedule A—Itemized Deductions OMB No. 15450074
Form 1040
( ) (Schedule B is on back) @@02
Department of the Treasury Attachment
Internal Revenue Service  (99) » Attach to Form 1040. > See Instructions for Schedules A and B (Form 1040). Sequence No. 07
Name(s) shown on Form 1040 Your social security number
Sam and Paula Fordham 000: 00 8612
Medical Caution. Do not include expenses reimbursed or paid by others.
and 1 Medical and dental expenses (see page A-2) . . . 3,250
Dental 2 Enter amount from Form 1040, line 36 |2 | 40,000|
Expenses 3 Multiply line 2 above by 7.5% (075) . . . . . .3 | 3,000
4  Subtract line 3 from line 1. If line 3 is more than line 1, enter.-0- . \ 4
Exercise 3 John and Shannon’s Schedule A
Interest 10  Home mortgage interest and points reported to you on Form 1098 | 10 <,180
You Paid 11 Home mortgage interest not reported to you on Form 1098. If paid
(See to the person from whom you bought the home, see page A-3
page A-3.) and show that person’s name,-identifying no., and address P
Note. L 11
Personal 12  Points'not reported to you on Form 1098. See page A-3
interest is 12
not for special rules .
deductible. 13 Investmentiinterest. Attach Form 4952 if reqU|red (See
page A-3.) . . . . . . . . . . . . . . . |13
14 Addlines10through13 . . . . . . . . . . . . 7114 2,180
A2 A
Exercise 4
Line 15 $632 Line 16  $200 Line 18 $832
Exercise 5 Robert’s Schedule A
Job Expenses 20 Unreimbursed employee expenses—job travel, union
and Most dues, job education, etc. You must attach Form 2106
Other or 2106-EZ if required. (See page A-5.) » ...
Miscellaneous .
Deductions 20
21 Tax preparation fees. . . . . o 21 100
(See 22  Other expenses—investment, safe dep03|t box, etc. List
page A-5 ftor type and amount W ... ... %
deduct here) safe deposit box $758; investment $520 |22 598
23 Add lines 20 through 22 . . s e e 23 695
24  Enter amount from Form 1040, line 36 | 24 ZO,OOOI
25  Multiply line 24 above by 2% (02) . . . . . . . |25 400
26  Subtract line 25 from line 23. If line 25 is more than line 23, enter -0- . 295
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Stanparp Anp ITEMIZED Lesson 5

Depucrions anp Tax ComputATION

ANSWERS T0 EXERCISES

Exercise 6 Schedule A
SCHEDULES A&B Schedule A—Itemized Deductions OMB No. 1545-0074
Form 1040
(For ) (Schedule B is on back) @@02
Department of the Treasury Attachment
Internal Revenue Service  (99) » Attach to Form 1040. » See Instructions for Schedules A and B (Form 1040). Sequence No. O
Name(s) shown on Form 1040 Your social security number

Seth and Karen Yale 0 :00 :1039
Medical Caution. Do not include expenses reimbursed or paid by others.
and 1 Medical and dental expenses (see page A-2) . . . 2,320
Dental 2 Enter amount from Form 1040, line 36 |2
Expenses 3  Multiply line 2 above by 7.5% (.075) . . . 2,100
4 Subtract line 3 from line 1. If line 3 is more than Ilne 1 enter -0- . L. 220
Taxes You 5 State and local income taxes . . . . & . . . 5 1,200
Paid 6 Real estate taxes (see page A-2) . . . . . . 6 780
(See 7 Personal property taxes. .. . N V) 7
page A-2.) 8 Other taxes. List type and amount > ,,,,,,,,,,,,,,,,,,,, %
8
Add lines 5 through-8 A.» . . . . 1.980
Interest 10 Home mortgage interest and points reported to you on Form 1098 10 4,500
You Paid 11 Home mortgage interest not reported to you on Form 1098. If paid
(See to the person from whom you bought the home, see page A-3
page A-3.) and show that person’s name,-identifying no., and address »
Note. il 11
Personal 12 Points'not reported to you on Form 1098. See page A-3
interest is 12
not for special rules . . . .
deductible. 13 Investment interest. Attach Form 4952 if requlred (See
page A-3.) . . . e I <)
14 Add lines 10 through 13 L .. 4,500
Gifts to 15  Gifts by cash or check. If you made any gift of $250 or
Charity more, see page A-4 . . . . 980
Ifyoumadea 16  Other than by cash or check. If any glft of $250 or more,
gift and got a see page A-4. You must attach Form 8283 if over $500 [ 16 75
gsgefg fgrAIE’z; 17 Carryover from prioryear . . . . . . . . . . 17
Page ™™ 18  Add lines 15 through 17 1,055
Casualty and
Theft Losses 19 Casualty or theft loss(es). Attach Form 4684. (See page A-5.) .
Job Expenses 20 Unreimbursed employee expenses—ijob travel, union
and Most dues, job education, etc. You must attach Form 2106
Other or 2106-EZ if required. (See page A-5.) P ...
Miscellaneous .
Deductions Union dues $90. 20 90
21 Tax preparation fees. . . ) 21
(See 22  Other expenses—investment, safe dep03|t box etc. Llst
page A-5 for type and amount »_______. TRA. custodial ,f,e,e,,$,1,0 %
Sxpenses 1o Investment $20 22 30
educt here.)
23 Add lines 20 through 22 . .. |28 120
24  Enter amount from Form 1040, line 36 | 24 | 28,000 |
25  Multiply line 24 above by 2% (02) . . . . . . . |25 560
26  Subtract line 25 from line 23. If line 25 is more than line 23, enter -0- . . 0
Other 27  Other—from list on page A-6. List type and amount » ... ._..................
Miscellaneous
Deductions
Total 28 Is Form 1040, line 36, over $137,300 (over $68,650 if married filing separately)?
Itemized No. Your deduction is not limited. Add the amounts in the far right column M Y55
Deductions for lines 4 through 27. Also, enter this amount on Form 1040, line 38. »| 28 )
[J Yes. Your deduction may be limited. See page A-6 for the amount to enter.
For Paperwork Reduction Act Notice, see Form 1040 instructions. Cat. No. 11330X Schedule A (Form 1040) 2002
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7%
CRepiT For QUALIFIED
RETIREMENT SAVINGS

ContriBuTions, MORTGAGE

INTEREST, AND FOREIGN TAX
CREDI T Lesson 6

IntrODUCTION AND OBJECTIVES

In this lesson you will learn about three “miscellaneous credits”.
The mortgage interest credit and the foreign tax credit are cov-
ered in this lesson. A new credit for qualified retirement savings
has been added this year.

After completing this lesson you should be able to:

B Calculate the credit for qualified retirement savings contri-

butions by using Form 8880.
B Accurately report the foreign tax credit if Form 1116 is not

required.

CREDITS

A credit is a dollar-for-dollar reduction of the taxpayer’s tax lia-
bility. A refundable credit can be greater than the tax.
Taxpayers not only can have their tax reduced to zero; they can
also receive a “refund” of excess credit. A nonrefundable
credit can also be greater than the tax, but the nonrefundable
credit can only reduce the tax to zero. Therefore, taxpayers will
not receive a refund for any excess nonrefundable credit.

The Hope credit, the lifetime learning credit, the credit for child
and dependent care expenses, the credit for the elderly or the
disabled, the mortgage interest credit and the credit for quali-
fied retirement savings contributions are nonrefundable credits.

The child tax credit is generally nonrefundable; but some tax-
payers can qualify for the additional refundable child tax credit.

Lesson 6 6' 1
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CREDIT FOR QUALIFIED RETIREMENT SAVINGS

CoNTRIBUTIONS

Beginning in 2002, if the taxpayer contributed to a retirement
plan or an IRA, he or she may be eligible for the credit for quali-
fied retirement savings contributions credit or saver’s credit (a
nonrefundable credit). The amount of the saver’s credit is deter-
mined by the taxpayer’s filing status, adjusted gross income,
credit rate, and his or her qualified contributions.

The credit is reported on line 49 of Form 1040, or line 32 of
Form 1040A.

To be eligible for the saver’s credit, the taxpayer:

B Must be age 18 or older by the end of the tax year,
B Cannot be claimed on another person’s tax return, and
B Cannot be a full-time student.

A full-time student is anyone who attends school full-time for
some part of each of five calendar months of the year. The five
months need not be consecutive. An individual is a full-time stu-
dent if he or she is enrolled for the number of hours or courses
the school considers as full-time attendance.

FicurinG THE CREDIT

The credit for qualified retirement savings contributions is fig-
ured by multiplying the credit rate by the lessor of the:

B Maximum allowable contribution ($2,000), or
B Eligible contributions.

The credit rate is determined by using the following table.

IF your filing |AND your adjusted gross | THEN your
status is... incomeis... credit rate is. ..
Less than $30,001 50%
Married filing Between $30,001 and $32,500 20%
jointly Between $32,501 and $50,000 10%
Over $50,000 0
Less than $22,501 50%
Head of Between $22,501 and $24,375 20%
Household Between $24,376 and $37,500 10%
Over $37,500 0
. . Less than $15,001 50%
Ei?fées’e%;gi?y, Between $15,001 and $16,250 20%
or qualifying Between $16,251 and $25,000 10%
widow(er)
Over $25,000 0

6'2 Lesson 6
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Adjusted gross income is determined without regards to:

B The foreign income exclusion

B The foreign housing exclusion or deduction

B Income from sources within Guam, American Samoa, and the
Northern Mariana Islands

B Income from Puerto Rico

Eligible contributions are determined by reducing the tax-
payer’s qualified retirement savings contributions by the
following distributions that were received during the testing
period.

B Any distribution, that is included in the taxpayer’s gross
income, from a qualified retirement plan, or from an eligible
deferred compensation plan.

B Any distribution from a Roth IRA that is not a qualified
rollover contribution.

If the distributions received by the taxpayer are for loans or for
excess IRA contributions returned before the due date of the
return, they are not used to reduce the taxpayer’s qualified
retirement savings contributions.

Qualified retirement savings contributions are contribu-
tions made to a traditional or Roth IRA and salary reduction
contributions to a 401(k) plan (including a SIMPLE 401(k)), a
tax-sheltered annuity (403(b)) plan, an eligible deferred com-
pensation plan of a state or local government (457(b)) plan), a
SIMPLE IRA plan, or a salary reduction SEP.

Qualified retirement savings contributions also include volun-
tary after-tax employee contributions to a tax-qualified retire-
ment plan or a tax-sheltered annuity (403(b)) plan. For

purposes of the credit, an employee contribution will be volun-
tary as long as it is not required as a condition of employment.

The testing period includes:
B The tax year,
B The two preceding tax years, and

B The period between the end of the tax year and the due date
of the return (including extensions).

Example 1

Terry contributes $3,000 to a 401(k) plan during 2002. In 2001,
Terry withdrew $500 from his IRA. In 2002, he withdrew $900
from his IRA. Neither of these withdrawals were rolled over. In
2002, Terry’s adjusted gross income was $23,000 and his filing
status was head of household. Based on these facts, Terry would
figure his saver’s credit as follows:
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Tax Tips
2.2.0.0.0.0.0.6.6 & ¢
A copy of Form 8396,
Mortgage Interest
Credit can be found
in the Tax Forms
Booklet Appendix,
which is part of your
Publication 678
Package.

(Qualified retirement contributions — withdrawals) x credit rate
(per table)

($3,000 — $1,400) x .20
$1,600 x .20 = $320 saver’s credit

The saver’s credit can be figured on Form 8880, Credit for
Qualified Retirement Savings Contributions.

Married filing jointly. If the taxpayer is married filing a joint
return, he or she and his or her spouse may both use the credit.
Both the taxpayer and spouse are eligible for a credit of the
maximum annual contribution amount of $2,000.

If the taxpayers file a joint return, the qualified contribution is
reduced by the taxable distributions received by the taxpayer or
the taxpayer’s spouse if the taxpayers filed jointly for both:

B the year a distribution was made, and
B the year the credit is claimed.

Exercise 1

Jason is 22 and earned $30,000 in 2002. He is single and con-
tributed $3,000 to his 401(k) plan at work. Is Jason eligible for
the credit for qualified retirement savings contributions?

Exercise 2

Sally Jones (000-00-0088) is 32 and files as Head of Household.
Her only income is wages of $26,819. This year, she was able to
contribute $1,000 to her employer’s 401(k) plan. She did not put
any money in an IRA. Use Exhibit 1 to complete Sally’s Form
8880 through line 10.
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Exhibit 1

OMB No. 1545-xxxx

. 8880 Credit for Qualified Retirement Savings Contributions 2002

Department of the Treasury Attachment
Internal Revenue Service » Attach to your tax return. Sequence No. 129
Name(s) shown on return Your social security number

Caution. You cannot claim this credit if:

® Your adjusted gross income is over $25,000 ($37,500 if head of household; $50,000 if married filing jointly);
® You were born after January 1, 1985;

® Someone else (such as your parent) claims you as a dependent for 2002; or

® You were a full-time student during 5 or more months<in 2002.

(a) You (b) Your spouse

1 Enter the amount contributed to traditional and Roth IRAs for 2002 . 1

2 Enter the amount of salary reduction contributions toa 401(k) or other
qualified employer plan for 2002, plus any voluntary contributions (see
instructions) . . . VA ey § 2

3 Add lines 1 and-2 in columns (a) and (b) N U 3

4 Enter the total of all Roth IRA distributions, plus all taxable distributions

from other qualified retirement plans, that were made after 1999 and
before the due date (including extensions) of your 2002 tax return (see

instructions) . . . . . 4
5 Subtract line 4 from line 3:in columns (a) and (b) If zero or Iess enter 0- 5
6 In each column, enter the smaller of line 5 or $2,000 . . . . . . 6

7 Add the amounts on line 6. If zero, stop; you cannot claim the credit

8 Enter the amount from Form 1040, line 36 (or Form 1040A, line 22)* | 8 | l

9 Enter the applicable decimal amount shown below for your filing status

If line 8 is-- Enter on line 9-- Single, Married filing
But not Married Head of separate, or

Over-- over-- filing jointly household Qualifing widow(er)
--- $15,000 .50 .50 .50
$15,000 $16,250 .50 .50 .20
$16,250 $22,500 .50 .50 .10

$22,500 $24,375 .50 .20 .10 X.

$24,375 $25,000 .50 10 10
$25,000 $30,000 .50 .10 .00
$30,000 $32,500 .20 .10 .00
$32,500 $37,500 .10 .10 .00
$37,500 $50,000 10 .00 .00
$50,000 --- .00 .00 .00

Note: /f line 9 is zero, stop; you cannot claim the credit.

10 Multiply line 7 by line 9 .o

11 Enter the amount from Form 1040 Ilne 44 (or Form 104OA I|ne 28) 11

12 Enter the total of your credits from Form 1040, lines 45 through 48 (or
Form 1040A, lines 29 through 31) . . . . . 12

13 Subtract line 12 from line 11. If line 12 is equal to or more than I|ne 11 stop; you cannot take
the credit e

14 Credit for qualified retirement savings contrlbutlons Enter the smaller of Ilne 10 or I|ne 13
here and on Form 1040, line 49 (or Form 1040A, line 32) . . . . . 14
*See Pub. 970 for the amount to enter if you are filing Form 2555, 2555-EZ, or 4563 or you are excludlng income from Puerto Rico.

For Paperwork Reduction Act Notice, see page 4. Cat. No. 333940 Form 8880 (2002)

®
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TAGTIPS MoRrt6AGE INTEREST CREDIT

aSolafelatafolofolel Taxpayers who hold qualified mortgage credit certificates under
A copy of Form 1116 . .

can be found in the a qualified state or local government program may claim a

Tax Forms Booklet credit for mortgage interest paid. The certificate must be for the
Appendix, which is taxpayer’s main home. If the interest is paid to certain related
part of your parties (such as relatives), the credit cannot be claimed.
Publication 678 o )
Package. The credit is figured on Form 8396, Mortgage Interest Credit.

Include the amount of the credit on Form 1040, line 52. Also,
check box a on line 47 for Form 8396.

Any mortgage interest credit that the taxpayer cannot use in
2002 can be carried forward for up to three tax years. Figure the
carryforward credit in Part II of Form 8396.

Reduce the mortgage interest deduction claimed on Schedule A,
Form 1040, by the amount shown on line 3 of Form 8396.

Caution: If the taxpayer was issued (and used) a qualified
mortgage credit certificate after 1990 for a home, the taxpayer
may have to recapture (repay) all or part of the benefit if the
taxpayer sells that home within 9 years. The recapture is fig-
ured on Form 8828, Recapture of Federal Mortgage Subsidy.
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Foreign Tax Crepit

If the taxpayer paid income, war profits, or excess profits taxes
to any:

B Foreign country,

B U.S. possession, or

B Any political subdivision, or agency or instrumentality of the
country or possession, he or she may be able to take a
Foreign Tax Credit (FTC) for taxes paid.

To determine if the tax paid is eligible for the foreign tax credit,
the taxpayer may need to consult a paid professional preparer.

Generally, to claim the FTC, a taxpayer is required to file Form
1116, Foreign Tax Credit (Individual, Estate, Trust, or Nonresident
Alien Individual); however, the taxpayer does not have to file Form
1116 to take the credit if he or she meets all of the following
requirements.

B All of the taxpayer’s gross foreign source income is from
interest and dividends that are reported on Form 1099-INT,
or Form 1099-DIV (or substitute statement)

B If the taxpayer has dividend income from shares of stock, he
or she held those shares for at least 16 days.

B The taxpayer is not filing Form 4563, Exclusion of Income for
Bona Fide Residents of American Samoa, or excluding income
from sources within Puerto Rico.

B The total of the taxpayer’s foreign taxes is less than or equal
to $300 ($600 if married filing jointly).

B All of the taxpayer’s foreign taxes were:

B Legally owed and not eligible for a refund, and
B Paid to countries that are recognized by the United States
and do not support terrorism.

For additional information, see the Instructions for Form 1116.

If the taxpayer meets all of the requirements listed above, enter
the foreign tax credit on line 45 of Form 1040. Form 1116 is not
required.

Example 2

Tabitha received a 1099-DIV that shows $219 of foreign taxes
(box 6) in 2002. According to Tabitha she paid no other foreign
taxes. She can claim the $219 on line 45 of Form 1040.

Exercise 3

Clyde comes to your site seeking help with his foreign tax
credit. He is single and his 1099-DIVs show a total of $423 of
foreign tax. Does Clyde need Form 1116 to claim his credit?
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/ CReDIT FOR QUALIFIED RETIREMENT
# Savings ConTriBuTIONS, MORTGAGE

INTEREST, AND FoREIGN TAX CREDIT
Lesson 6 ANSWERS 10 EXERCISES

Answers to Exercises

Exercise 1
No; Jason is not eligible for the credit because
his income exceeds the threshold limit.

Exercise 2
See the completed Form 8880 on the next page.

Exercise 3

Yes, Clyde needs to complete a Form 1116 since
his foreign taxes exceed $300. Clyde will need
to seek the assistance of a paid professional
preparer.
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OMB No. 1545-xxxx

. 8880 Credit for Qualified Retirement Savings Contributions 2002

Department of the Treasury Attachment

Internal Revenue Service » Attach to your tax return. Sequence No. 129

Name(s) shown on return Your social security number
Sally Jones 000:00: 0088

Caution. You cannot claim this credit if:

® Your adjusted gross income is over $25,000 ($37,500 if head of household; $50,000 if married filing jointly);
® You were born after January 1, 1985;

® Someone else (such as your parent) claims you as a dependent for 2002; or

® You were a full-time student during 5 or more months<in 2002.

(a) You (b) Your spouse
1 Enter the amount contributed to traditional and Roth IRAs for 2002 . 1 0
2 Enter the amount of salary reduction. contributions to'a 401(k) or other
qualified employer plan for 2002, plus any voluntary contributions (see
instructions) . . . U . Ry 2 2 1,000
3 Add lines 1 and-2in columns (a) and (b) N W 3 1,000
4 Enter the total of all Roth IRA distributions, plus all taxable distributions
from other qualified retirement plans, that were made after 1999 and
before the due date (including extensions) of your 2002 tax return (see
instructions) . . . . . MR % 4 0
5 Subtract line 4 from line 3in columns (@) and (b). If zero or less, enter -0- 5 1,000
6 In each column, enter the smaller of line 5 or $2,000 . . . . . . 6 1 ,OOO
7 Add the amounts on line 6. If zero, stop; you cannot claim the credit 1,000
8 Enter the amount from Form 1040, line 36 (or Form 1040A, line 22)* | 8 | 26,819[
9 Enter the applicable decimal amount shown below for your filing status
If line 8 is-- Enter on line 9-- Single, Married filing
But not Married Head of separate, or
Over-- over-- filing jointly household Qualifing widow(er)
-- $15,000 .50 .50 .50
$15,000 $16,250 .50 .50 .20
$16,250 $22,500 .50 .50 .10
$22,500 $24,375 .50 .20 .10 X. 1
$24,375 $25,000 .50 .10 .10
$25,000 $30,000 .50 .10 .00
$30,000 $32,500 .20 .10 .00
$32,500 $37,500 .10 10 .00
$37,500 $50,000 10 .00 .00
$50,000 - .00 .00 .00
Note: If line 9 is zero, stop; you cannot claim the credit.
100

10 Multiply line 7 by line 9 .o

11 Enter the amount from Form 1040 Ilne 44 (or Form 1040A Ilne 28) 11

12 Enter the total of your credits from Form 1040, lines 45 through 48 (or
Form 1040A, lines 29 through 31) . . . . . 12

13 Subtract line 12 from line 11. If line 12 is equal to or more than I|ne 11 stop; you cannot take
the credit e

14 Credit for qualified retirement savings contrlbutlons Enter the smaller of I|ne 10 or I|ne 13
here and on Form 1040, line 49 (or Form 1040A, line 32) . . . . . 14
*See Pub. 970 for the amount to enter if you are filing Form 2555, 2555-EZ, or 4563 or you are excludlng income from Puerto Rico.

For Paperwork Reduction Act Notice, see page 4. Cat. No. 333940 Form 8880 (2002)

®
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FinISHING

Lesson 7

THE RETURN

In this lesson you will learn how to report federal
income tax payments and figure the overpayment
or balance due. You will also learn how to deter-
mine if estimated taxes should be paid.
Additionally, you will learn how to finish the
return and have the taxpayer sign the return.

Please pay close attention to the section
about identifying the returns that you work
on. It is critical for you to mark VITA or TCE
in the preparer’s signature section of the
return if you are not using the overprint
forms.

After completing this lesson you should be able to:

B Calculate and report federal income tax with-
held from all sources.

B Calculate and report estimated tax payments.
B Calculate the refund or amount due.
B Determine if estimated taxes should be paid.

B Determine if changes to the taxpayer’s W-4 or
W-4P should be suggested.

This lesson will provide detailed information on
how to finish the tax return. The following check-
list is provided as a quick reference of the steps
needed to finish the return.

Checklist for Finishing the Return

B Add all Federal Income Tax Withholding from
box 2 of Form W-2 and include on return.

B Add all Federal Income Tax Withholding from
box 4 of Forms 1099R, 1099INT, 1099DIV and
1099G. Include in the payments section of the
return.

B Include all estimated tax payments in the pay-
ment section.

PoTENTIAL
PiTFALLS A
Form W-2, box 4,
shows social secu-
rity tax withheld
and box 6 shows
Medicare tax with-
held. These are not
the same as federal
income tax with-
held. Do not report
the amounts in box 4
and box 6 as federal

income tax with-
held.

PoTENTIAL
PiTraLLS A
When a taxpayer
worked for more
than one employer
during the year, add
up the amounts
shown in box 4 of all
Forms W-2. If the
total in box 4 of all
forms exceeds
$5,263.80 the tax-
payer should claim
a refund of excess
social security tax
withheld. Use the
worksheet in Pub.
505, Tax Withholding
and Estimated Tax to
compute the refund.
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Include the amount of last year’s refund that was applied to
this year in the payment section. Note: If you need assistance
with how to do this with TaxWise®, ask your site coordinator
or computer specialist.

Calculate all of the refundable credits (covered in later
lessons) that the taxpayer is entitled to and include them in
the payments section of the return. Using TaxWise® software
will help you determine what credits that the taxpayer is
entitled to.

Add all payments together and enter them on the total pay-
ments line. TaxWise® will do this step for you.

Subtract the total payments from the total tax. TaxWise®
will also complete this step for you.

Record the account number and the routing number for tax-
payers who want their refund direct deposited. Note:
TaxWise® will ask you for this information on the Main
Information screen and on the tax form. This is to help
ensure that you have keyed in the correct information.
Complete the line to apply part of the refund to next year, if
the taxpayer wishes to use this option.

Explain the payment option (check, credit card, direct debit
and installment agreement) to a taxpayer who owes money.
Inform the taxpayer about the identifying information to
include on payments made by check.

Explain that interest and penalties continue to accrue on the
unpaid balance even if the taxpayer has a valid installment
agreement.

Explain estimated taxes to taxpayers who expect to owe tax
in 2003.

Assist the taxpayer with completing form 1040ES for 2003.
TaxWise® can do this for you. It will even print the vouchers
for the payments.

Provide the taxpayer with the mailing address for the esti-
mated payments. (Some sites provide unstamped envelopes
for the taxpayers.)

Encourage taxpayers to consider adjusting their withholding
(on Form W-4 or W-4P) if they have a large refund or owe
more than $1,000 on the return.

Inform taxpayers about the Advanced Earned Income Credit,
especially if they were eligible for EIC this year and have at
least one qualifying child. Be prepared to give the taxpayer a
Form W-5 if they request it.

Complete the name and address section of the tax return.
Use the taxpayer’s label (if available) on a return prepared
by hand. For computer generated returns, this section will be
completed based on the information you entered in the Main
Information section of the TaxWise® software.



Make sure that you include the Taxpayer Identification
Number for all taxpayers and dependents listed on the return.
Note: If you are using TaxWise®, you will get an error when
you run diagnostics if you have not included the identifying
number. TaxWise® also has a diagnostic feature that helps you
check the accuracy of the identifying number by comparing it
to a database of information from the Social Security
Administration. This does not guarantee that the name and
social security number match. You should always try to look at
the actual Social Security cards if possible.

Mark the Presidential Election Campaign Box for the taxpayer.
Note: If the taxpayer has a total tax of zero, the presidential
campaign box should be marked no.

Assemble the return. If filing a paper return for the taxpayer,
forms should be in the order of the sequence number in the
upper right corner. Procedures on assembling electronic
returns may vary from site to site. Please ask your site coordi-
nator for this information.

Retain a copy of all electronic returns. Remember that you are
not allowed to retain copies of the tax returns at your site past
the end of the filing season. The retained copies should be for-
warded to your local IRS territory office, where they will be
retained until the end of the calendar year (as prescribed by
the electronic filing regulations).

Identify the return with the VITA or TCE designation in the
preparer’s signature section. Note: If you are using TaxWise®,
you can set your initial forms so that this information is auto-
matically included on every return you prepare.

Submit the completed return to the quality reviewer at your
site. Note: Not all sites have enough volunteers to have a desig-
nated quality reviewer. In this case, ask another volunteer to
review the form you prepared. Using TaxWise® is not a substi-
tute for quality review.

Mark the area where the taxpayer should sign the return
and/or Form 8453. Publication 3189 will contain additional
information on how to use the PIN program to sign electronic
returns.

Complete the third party designation section of the return if
the taxpayer wishes to allow someone else to discuss the return
with the IRS. (You can’t designate yourself.)

Ask the taxpayer if they have any additional questions.

Tell the taxpayer where to mail the return (if filing by paper).
Some sites provide unstamped pre-addressed envelopes for
their taxpayers. (You might be able to get the envelopes
donated from a local office supply store. Your site receptionist
could address the envelopes or you could print computer labels
to use on them.)

Keep track of the number of people you assist, using the
method prescribed by your site coordinator.
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PAYMENTS

The federal government has a pay-as-you-earn

tax system. The information for the payments section of the
return has three sources: federal income tax withholdings, esti-

mated tax payments, and refundable credits.
Income tax withheld can appear on:

B Form W-2, Wage and Tax Statement, in box 2

B Form 1099-R, Distributions From Pensions, Annuities,
Retirement or Profit-Sharing Plans, IRAs, Insurance
Contracts, etc., in box 4

B Form 1099-INT, Interest Income, in box 4

B Form 1099-DI1V, Dividends and Distributions, in box 4

B Form W-2G, Certain Gambling Winnings, in box 2

B Form 1099-G, Certain Government and Qualified State
Tuition Program Payments, box 4

B SSA-1099 Social Security Benefits

B RRB-1099 Railroad Retirement Benefits Tier 1

B RRB-1099R Railroad Retirement Benefits Teir 2

Example 1

Exhibit 1

Susan has one Form W-2 (Exhibit 1).

The entry on line 7, Form 1040EZ, line 39, Form 1040A,
or line 62, Form 1040, is $988.

Susan’s Form W-2

a Control number

OMB No. 1545-0008

Safe, accurate, -
FAST! Use =0+ file

Visit the IRS Web Site
at www.irs.gov.

b Employer identification number

1 Wages, tips, other compensation

2 Federal income tax wﬁhheld

Tampa, FL 33621

10-0864213 12,350.00 988.00
¢ Employer’s name, address, and ZIP code 3 Social security wages 4 Social security tax withheld
. 12,350.00 765.70
XYZ ASSOOla't’eS 5 Medicare wages and tips 6 Medicare tax withheld
2112 Third Street 12,350.00 179.08

7 Social security tips

8 Allocated tips

d Employee’s social security number

000-00-2134

9 Advance EIC payment

10 Dependent care benefits

e Employee’s first name and initial

Susan A. Howard
134 Dawes Blvd.
Tampa, FL 33621

f Employee’s address and ZIP code

Last name

11 Nonqualified plans

2a See instructions for box 12

13 Statutory Retirement Third-party
employee plan sick pay

14 Other

77/7/777Z7/7/7//7/

15 State

Employer’s state ID number

S

16 State wages, tips, etc.

17 State income tax

18 Local wages, tips, etc.

19 Local income tax

w 2 Wage and Tax
Form £ Statement
Copy B To Be Filed with Employee’s FEDERAL Tax Return.
This information is being furnished to the Internal Revenue Service.

2002

Department of the Treasury-+aternal Revenue Service

(Rev. February 2002)
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Example 2

Albert has a Form 1099-INT (Exhibit 2), a Form 1099-R
(Exhibit 3), and a Form 1099-DIV (Exhibit 4). His total income
tax withheld is entered on line 39, Form 1040A. It is $1,247.

Exhibit 2 Albert's Form 1099-INT
[ ] CORRECTED (if checked)
PAYER’S name, street address, city, state, ZIP code, and telephone no. Payer’s RTN (optional) OMB No. 1545-0112
Second Federal Bank 2@02 Int £
. nterest iIncome
210 Miller Avenue
Denver, CO 86011 Form 1099-INT
PAYER'’S Federal identification number | RECIPIENT’S identification number | 1 Interest income not included in box 3 Copy B
10-4213597 000-00-4213 $ 935.00 For Recipient
RECIPIENT’S name 2 Early withdrawal penalty 3 Interest on U.S. Savings This is important tax
Bonds and Treas. obligations information and is
Albert B. George being furnished to the
$ $ Internal Revenue
Street address (including apt. no.) 4 Federal income tax withheld] 5 Investment expenses Service. If you are
required to file a return,
1360 Shannon Avenue $ 187.00 $ a negligence penalty or
City, state, and ZIP code 6 Foreign tax paid 7 Foreign country or U.S. other sanction may be
possession imposed on you if this
Denver, CO 86011 income is taxable and
Account number (optional) the IRS gietermines that
it has not been
$ reported.
Form 1099-INT (keep for your records) Department of the Treasury - Internal Revenue Service
Exhibit 3 Albert's Form 1099-R
[ ] CORRECTED (if checked)
PAYER’S name, street address, city, state, and ZIP code 1 Gross distribution OMB No. 1545-0119 Distributions From
Pensions, Annuities,
. $ 12,000.00 Retirement or
APEX Triangles @@02 Profit-Sharing
2a Taxable amount
. Plans, IRAs,
213 Hickory Meadows Insurance
Denver, CO 86011 $ Form 1099-R Contracts, etc.
2b Taxable amount Total Copy B
not determined D distribution D Report this
PAYER’S Federal identification RECIPIENT’S identification 3 Capital gain (included | 4 Federal income tax income on your
number number in box 2a) withheld Federal tax
return. If this
form shows
10-9753124 000-00-4213 | g $ 960.00 Fodam. shows
RECIPIENT’S name 5 Employee contributions | 6 Net unrealized tax withheld in
or insurance premiums appreciation in box 4, attach
employer’s securities this copy to

Albert B. George

your return.

$ $
Street address (including apt. no.) 7 Distribution ISFI{E'??// 8 Other
code This information is
SIMPLE
1360 Shannon Ave. 0 $ o being furnished to
] 2 the Internal
City, state, and ZIP code 9a Your percentage of total [9b Total employee contributions Revenue Service.
Denver, CO 86011 distribution %
Account number (optional) 10 State tax withheld 11 State/Payer’s state no.| 12 State distribution
S o] S
$ $
13 Local tax withheld 14 Name of locality 15 Local distribution
S ] $
$ $
Form 1099-R Department of the Treasury - Internal Revenue Service

Lesson 7 7'5
BASIC




Exhibit 4

Albert's Form 1099-DIV

[ ] CORRECTED (if checked)

Denver Sheet Metal
214 16th Street
Denver, CO 86013

PAYER’S name, street address, city, state, ZIP code, and telephone no.

1 Ordinary dividends

$ B500.00

2a Total capital gain distr.

$

2b 28% rate gain

$

OMB No. 1545-0110

2002

Form 1099-DIV

Dividends and
Distributions

PAYER’S Federal identification number

10-23846731

RECIPIENT’S identification number

000-00-4213

2c¢ Qualified 5-year gain

$

2d Unrecap. sec. 1250 gain

$

RECIPIENT’S name

Albert B. George

Street address (including apt. no.)

City, state, and ZIP code

Denver, CO 86011

1360 Shannon Avenue

2e Section 1202 gain

3 Nontaxable distributions

$

Federal income tax withheld

5 Investment expenses

$

Foreign tax paid

7 Foreign country or U.S. possession

Copy B
For Recipient

This is important tax
information and is
being furnished to the
Internal Revenue
Service. If you are
required to file a return,
a negligence penalty or
other sanction may be
imposed on you if this
income is taxable and
the IRS determines that

Account number (optional)

$
4
$ 100.00
6
$
8

Cash liquidation distr. 9 Noncash liquidation distr. it has not been

$ reported.

Form 1099-DIV

(keep for your records) Department of the Treasury - Internal Revenue Service

Common

QUERIES

Taxpayers use Form
1040-ES, Estimated
Tax for Individuals,
to make estimated
tax payments.

Tax Tips

1 2800068 8 & ¢
If the taxpayer does
not pay the amount
shown on line 12 of
Form 1040EZ, line 47
of Form 1040A, or line
13 of Form 1040,

he or she will be
charged interest and
a late payment pen-
alty even if a request
to pay in installment
payments is granted.
To limit the interest
and penalty charges,
the taxpayer should
pay as much of the
tax as possible with
the return.
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Estimated Tax Payments
Add all estimated tax payments made by the taxpayer for the
year. Be sure to include:

B Payment made from last year’s overpayment (see last year’s
tax return.)

B Quarterly payments made using the Form 1040ES, including
the one made in January of the current tax year.

Record total estimated tax payments on Line 40 of Form 1040A
or Line 63 of Form 1040.

Refundable Credits

Make sure that any refundable credits you have calculated are
entered on the proper lines. The Earned Income Credit is
reported on line 8 of the Form 1040 EZ, Line 41 of the Form
1040A, and Line 64 of the Form 1040. Any refundable Child Tax
Credit is reported on Line 42 of the Form 1040A and Line 66 of
the Form 1040. If excess Social Security deductions were made
because of multiple employers, that amount is shown on Line 65
of the Form 1040.

Total Payments
Add the total of withholdings, estimated tax payments made,
and refundable credits together. Enter this total on Line 9 of the
Form 1040EZ, Line 43 of the Form 1040A, or Line 69 of the
Form 1040.



FicurinG THE OVERPAYMENT OR THE Tax DUE

Overpayments
If there has been more tax payments made than the amount of
tax liability (Line 10, Form 1040EZ, Line 38, Form 1040A, or
Line 61, Form 1040), this is considered an overpayment. A tax-
payer may wish to have a portion of the overpayment applied to
next year’s taxes. If so, then enter the amount to be applied to
the following year on Line 46 of the Form 1040A or Line 72 of
the Form 1040. Subtract this amount from the total overpay-
ment and enter the remainder on Line 45a of the Form 1040A
or Line 71a of the Form 1040.

Only a total refund can be entered on the Form 1040EZ, Line
12a. Any overpayment on Form 1040EZ must be refunded; it
cannot be applied to next year’s taxes.

Example 3

Exhibit 5 shows Form 1040A, lines 28 through 46, for Ron. His
total tax is $3,491. His total payments are $5,000. Ron overpaid
and wants $900 to be applied to his 2003 estimated tax. Note
that line 45a plus line 46 equals the amount on line 44.

Exhibit 5 Ron’s 1040A, page 2
o woass. | 28 Tax, including any alternative minimum tax (see pade 38). 28 3,491 [ 00
e Allothers: |29  Credit for child and dependent care expenses.

Single, Attach Schedule 2. 29
f'4'7°° 30 Credit for the elderly or the disabled. Attach
e oL, Schedule 3. 30
$6,900 31 Education credits. Attach Form 8863. 31
jl\g;rtrliyegrfiling 32 Retirement savings contributions credit. Attach
Qualifying Form 8880. 32
g;dgg‘)’ger)v 33 Child. tax credit (see page 36). 33
Married 34 Adoption credit. Attach/Form 8839. 34
filing 35 Add lines 29 through 34. These are your total credits. 35
gg?gé‘zrgte'y' 36 Subtract line 35 from line 28. If line 35 is more than line 28, enter -0-. 36 3,491 | 00
— 37 Advance earned income credit payments from Form(s) W-2. 37
38 Add lines 36 and 37. This is your total tax. » 38 3,491 | 00
39 Federal income tax withheld from Forms W-2
and 1099. 39 2,600 | 00
2002 estimated tax payments and amount
If you have applied from 2001 return. 40 2,400 | 00
AL Earned income credit (EIC). 41
Schedule Additional child tax credit. Attach Form 8812. 42
EIC. Add lines 39 through 42. These are your total payments. » 43 5,000 | 00
Refund 44 If line 43 is more than line 38, subtract line 38 from line 43.
This is the amount you overpaid. 44 1,509 | 00
Direct 45a Amount of line 44 you want refunded to you. » 45a 6809 | 00
(SiEpOSit? 47 P b Routing
asg gl??r? number ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ | » c Type: [ Checking [ Savings
45b, 45c,
ansa. > e [T T TITTTTTTTTITTT]
46  Amount of line 44 you want applied to your
2003 estimated tax. 46 900 | 00
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Tax Tirs
0.0.8.0.6.6.6.6. 0.6
If the taxpayer owes
an estimated tax
penalty (line 48,
Form 1040A and line
74, Form 1040) the
penalty should be
added to the tax due
on line 47 of the 1040A
or line 73 of 1040.

7'8 Lesson 7

Refunds

If the taxpayer wants any overpayment refunded, advise that a
check should be mailed within 6-8 weeks after the return is
filed. Remind the taxpayer of the availability to have the refund
deposited directly into a financial account, such as a bank
account.

Direct Deposit

Instead of getting a paper check, taxpayers may choose to have
their refund deposited directly into their account at a bank or
other financial institution such as a mutual fund, brokerage
firm, or credit union.

Note. Taxpayers should check with their financial institution to
make sure their direct deposit will be accepted and to get the
correct routing and account number.

Exhibit 6 shows the general location of the routing and account
number on a sample check. The routing number must be nine
digits (the first two digits must begin with 01 through 12 or 21
through 32, otherwise the direct deposit will be rejected and a
check sent instead). The account number can be up to 17 char-
acters (both numbers and letters). It can include hyphens but
not spaces or special symbols. The number should be entered
from left to right with any unused boxes left blank.

Exhibit 6

CHRIS MAPLE 1234
LAURA MAPLE 15-0000000!
123 Main Street

Anyplace, CA 10000 20

PAY TO THE
ORDER OF K3

Account
number
(line 71d)

DOLLARS

Do not include
the check number

Routing
number
(line 71b)

ANYPLACE BANK
Anyplace, NY 10000

—ak
|:250250025) |2020200 86)' 1234

For




Exercise 1

A. Helen paid $500 in estimated tax to the United States
Treasury. Where is this reported on Form 1040A?

B. Shirley paid $200, the amount owed on last year’s income
tax return. Is the $200 an estimated tax payment for this
year’s income tax return?

C. Elmer wants his refund deposited in his checking account.
What information should you enter on line 45b of his 1040A
form?

D. Jennifer had tax withheld from her wages on Form W-2.
She also had some withholding on her Form 1099-R. Can
these items be combined and listed on one line on her tax
return?
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Tax Tips
1.2.2.2.8.8.8.8.8.8
If the taxpayer does
not pay the amount
owed that is shown
on his or her return,
the taxpayer will still
be charged interest
and a late payment
penalty even if
his/her request to
pay in installment
payments is granted.
To limit the interest
and penalty charges,
the taxpayer should
pay as much of the
tax as possible with
his/her return.

Tax Tips

2 8.80.0.0.6.60.6.6.6 ¢
Before requesting
an installment
agreement, the tax-
payer should con-
sider less costly
alternatives, such

as a bank loan.

ALERT
2.2.2.2.2.0.0.0.8.8 ¢
To pay by credit card,
the taxpayer must call
one of the service pro-
viders listed in the
forms instructions and
follow the instructions.
A convenience fee will
be charged by the ser-
vice provider based on
the amount paid by the
taxpayer. Do notinclude
the convenience fee as
part of the tax payment.
The taxpayer must enter
the confirmation number
given at the end of the
call on Page 1 of his or
her tax form in the upper
left corner.

7'1 0 Lesson 7

Tax Due

If there are less tax payments than the amount of tax liability,
then there is tax due to be paid with the return. When this hap-
pens, remind the taxpayer to make the check or money order
payable to the “United States Treasury.” Taxpayers can also pay
by credit card or by authorizing a direct debit from their check-
ing or savings account on the date they choose (anytime up to
April 15, 2003). Encourage a 1040 filer to voluntarily send Form
1040-V, Payment Voucher, with his or her payment. The instruc-
tions for completing the voucher appear on the 1040-V. The tax-
payer should write his or her name, address, social security
number, daytime telephone number, and “2002 Form 1040 (or
1040A or 1040EZ, whichever applies)” on the check or money
order. The payment and Form 1040-V should be enclosed, but
not attached to the tax return. Taxpayers should not mail cash
with their returns.

To help IRS process the payment, the taxpayer should enter
the amount on the right side of the check like this: $XXX XX.
Do not use dashes or lines (for example, do not enter “$XXX—"
or “$XXXX¥/100”).

Electronic Payment Options

If the taxpayer owes an amount on his or her return, he/she can
make the payment electronically. To pay by credit card, the tax-
payer must use one of the service providers listed in the instruc-
tions for Forms 1040, 1040A, or 1040EZ. The taxpayer can also
pay by authorizing a direct debit out of his/her checking or sav-
ings account by April 15, 2003.

If the taxpayer cannot pay the full amount owed shown on
his/her return, the taxpayer may ask permission to make
monthly installment payments. To ask for an installment agree-
ment, the taxpayer should file Form 9465, Installment Agree-
ment Request, with the tax return.

Estimated Tax Penalty. If line 10, Form 1040EZ, line 47,
Form 1040A, or line 73, Form 1040, is $1,000 or more and it is
more than 10 percent of the tax shown on the return, or if the
taxpayer underpaid his or her 2002 estimated tax liability, the
taxpayer can owe a penalty for underpayment of estimated tax.
If so, report the penalty on line 48 for Form 1040A or line 74 of
Form 1040. Line 47 or line 73 should include the amount owed
with the return plus the penalty reported on line 48 of Form
1040A or line 74 of Form 1040, respectively.



Because the Form 2210, Underpayment of Estimated Tax by
Individuals, Estates, and Trusts, used to compute estimated tax
penalty is complicated, the IRS encourages taxpayers to let the
IRS figure the penalty for them. The IRS will figure the penalty
for underpayment of estimated tax and, if a penalty is owed, the
taxpayer will be sent a bill. If taxpayers want the IRS to figure
the penalty for them, the taxpayers should leave the penalty
line on their return blank and should not complete Form 2210.
As long as the taxpayer files the return by April 15, 2003, the
IRS will not charge interest on the penalty if the bill is paid by
the date specified on the bill.

FigurinG EstimaTep Tax For NExT YEar

Estimated tax is the amount a taxpayer expects to owe for the
year, after deducting any tax credits or federal income tax with-
held. In other words, it is the amount the taxpayer anticipates
will be owed on his or her 2003 federal income tax return.

If a taxpayer is an employee, the taxpayer’s employer generally
must withhold income, Medicare, and social security taxes on
the wages paid. Also, most payers of taxable pensions withhold
income tax and pay it to the government. However, a taxpayer
may receive many types of taxable income that are not subject
to having tax withheld.

A taxpayer who receives interest, dividends, alimony, unemploy-
ment compensation, rent, gains from the sale of assets, prizes,
or awards, generally will have no income tax withheld on the
payments. As a result, the taxpayer may find that he or she
owes estimated tax. Most self-employed taxpayers will also find
they are required to pay estimated tax.

Who Must Pay Estimated Tax

Estimated tax payments are required if certain conditions are
met. Generally a taxpayer must make payments of estimated
tax if:

1. He or she expects to owe $1,000 or more in tax for 2003 after
subtracting federal income tax withheld and credits from
taxable income,

AND

2. He or she expects the 2003 tax withheld and credits to be
less than the smaller of:

a) 90 percent of the tax to be shown on his or her 2003 tax
return, or

b) 100 percent of the tax shown on his or her 2002 tax
return. The return must cover all 12 months.

@ PERSON
e T () —
Person =

Remember to
respect the taxpayer's
privacy. Keep the
taxpayer's personal
and tax information
confidential.

Tax Tirs

0 0,060,606 .6 6.6 ¢
A taxpayer does not
have to pay esti-
mated tax if the 2002
return showed zero
total tax or if no
return was required.

Lesson7
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PoTENTIAL
PiraLLs YA
When figuring esti-
mated tax, be sure to
include all taxes,
such as tax on lump-
sum distributions

and self-employ-
ment tax.

@ PERSON

e T ——

PErRsON »

Some taxpayers
who begin making
estimated tax pay-
ments late in the
year may believe
that they are entitled
to divide the tax by
the number of pay-
ment periods
remaining and pay
in equal installments.
The payments are
always figured on
the basis of one
fourth of the year's
total. The later the
taxpayer begins
paying, the greater
the number of pay-
ments that must be
added together and
paid as the first pay-
ment in order to
bring the taxpayer
up to date on the
payment schedule.

Common

QUERIES

Checks for payment
of taxes or esti-
mated taxes need to
be made payable to
the “United States
Treasury”.
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Married taxpayers can pay estimated tax either separately or
jointly. How they pay their estimated tax will not affect their
choice of filing a joint return or separate returns for the year.
Joint estimated tax payments may be divided between the
spouses if they later choose to file separate returns.

Example 4

Alma is single and retired. She works part time as an usher in
a movie theater. She estimates her 2003 income will be $16,421,
which includes $3,500 of interest income from which there will
be no tax withheld. Alma calculates that she expects to owe
$1,008 (after taking into account her expected tax withheld and
credits). Alma meets condition 1 (mentioned earlier) and may
have to pay estimated tax. Further checking tells Alma that her
expected 2003 tax withheld will be less than 100 percent of the
tax shown on her 2002 return and less than 90 percent of the
tax she will show on her 2003 tax return. Since Alma also
meets condition 2 (mentioned earlier), she is required to pay
estimated tax.

Limit on the use of prior year’s tax. Married taxpayers with
joint AGI exceeding $150,000 or $75,000 if married filing sepa-
rately cannot use 100% of their 2002 tax to figure their 2003
estimated tax payments.

For more information, see Publication 505, Tax Withholding and
Estimated Tax.

How to Figure Estimated Tax
Estimated tax is paid by using Form 1040-ES, Estimated Tax
For Individuals. Form 1040-ES also contains a worksheet that
can be used in figuring a taxpayer’s estimated tax. The tax-
payer should keep the worksheet for his or her records.

To figure the estimated tax, the taxpayer must first figure his or
her expected adjusted gross income, taxable income, taxes, and
credits for 2003. All available facts that will affect those items
during the year must be taken into account. Use the 2002 tax
return as a starting point for estimating 2003 income, deduc-
tions, and credits. However, be careful to make adjustments
both for anticipated changes in the taxpayer’s situation and for
recent changes in the tax law.

Form 1040-ES contains both the 2003 Tax Rate Schedules and
the 2003 standard deduction and exemption amounts. Be sure
to use the 2003 figures when figuring the estimated tax.



When to Pay Estimated Tax

For estimated tax purposes, the year is divided into four pay-
ment periods. Each period has a specific due date.

Date taxpayer Due date of first No. of
receives income installment payments
January 1 — March 31 April 15, 2003 4
April 1 — May 31 June 16, 2003 3

June 1 — August 31 September 15, 2003 2
September 1 — December 31  January 15, 2004 1

Tax Tips

2 8. 0.0.0.0.0.6.0.8 ¢
Remember, esti-
mated tax equals the
amount the taxpayer
expects to owe after
credits and after tax
is withheld.

Most of the taxpayers that you assist will pay their estimated
tax in four equal installments. However, a taxpayer does not
have to make estimated tax payments until he or she has income
on which tax is owed. If a taxpayer receives income after one or
more of the payment periods have passed, he or she will begin
making payments during the period when the income is received.

The minimum payment due during the period when the income
is received is one-fourth of the total estimated tax for the year,
generally, plus an additional fourth of the yearly total for each
period which has already passed. The balance of the estimated
tax will be paid during the remaining periods (one-fourth of the
yearly total for each remaining period).

The taxpayer also has the option of paying all the estimated tax
at once. Instead of paying by installments, he or she may choose
to pay the entire amount by the due date of the period during
which the income is received.

Some taxpayers choose to pay all of their estimated tax with the
first payment, April 15, 2003. It alleviates the need for them to
remember to make the remaining payments.

Also, a taxpayer can apply all or part of an overpayment from
his or her 2002 Form 1040 or Form 1040A to the estimated tax
for 2003. The overpayment amount to be credited is entered on
Form 1040, line 72, or Form 1040A, line 46. All of the credit can
be applied to the first payment or it can be spread out among
any or all of the payments.

If any due date falls on a Saturday, Sunday, or legal holiday, the
payment is due on the next business day.

If a taxpayer files his or her 2003 Form 1040 or Form 1040A by
January 31, 2004, and pays the entire amount of tax owed at
that time, he or she is not required to make the estimated tax
payment that would be due on January 15, 2004.

PoTENTIAL

PiTraLLS A

Advise the taxpayer
to use the pre-
addressed envelopes
that came with his
or her Form 1040-ES
package, or mail
payment vouchers to
the address shown
in the Form 1040-ES
instructions for the
place where he or
she lives. Do not
use the address
shown in the Form
1040 or Form 1040A
instructions.

SPECIAL
PopuLATIONS

Farmers and fishermen
can follow different
rules for their esti-
mated taxes.

Lesson 7 7'13




Tax Tips

2. 8.0.0.6.8.6.0.8 6.9
A taxpayer will not
have to pay esti-
mated tax if enough
is paid through tax
withholding to keep
the 2003 amount
owed under $1000.

@ PERSON
e T () —
PeErson »

A taxpayer may
become upset when
you mention a
penalty, especially if
he or she made esti-
mated tax payments.
Stress that an esti-
mate is inexact and
that a change, for
example, in income
during the year can
affect the original
estimate.
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How Much Estimated Tax to Pay

The computed estimated tax is based on expected income and
deductions and should take into account all facts known at the
time the estimate is made. If the taxpayer is unsure about the
accuracy of the estimate, he or she may want to pay more than
the required minimum 90 percent of the 2002 estimated tax.
Taxpayers who do not pay enough tax by the due date of each
payment period may be charged a penalty, even if the filed 2003
return shows a refund. Generally, the simplest and safest proce-
dure is to make sure that the total of tax withheld plus the
amount of estimated tax for each payment period during 2003 is
at least one-fourth of the tax shown on the 2002 return. For
more information, see Publication 505.

How to Pay Estimated Tax

Estimated tax payments can be sent electronically to the IRS by
direct debit payment from the taxpayer’s checking or savings
account, by credit card, or can be sent along with a payment
voucher from Form 1040-ES. Each voucher is inscribed with its
due date. Be sure to use the correct voucher for each payment.
For more information on electronic filing and payments, see the
Form 1040-ES instructions.

If the taxpayer paid estimated tax in 2002, he or she should
have received a Form 1040-ES package containing pre-printed
vouchers. These vouchers show the taxpayer’s pre-printed
name, address, and social security number. To use them, simply
enter the amount of the payment on the appropriate line. If a
taxpayer does not have the preprinted forms, use a set of blank
vouchers from Form 1040-ES and enter the information on the
appropriate lines. Advise the taxpayer to write his or her social
security number and “2003 Form 1040-ES” on the check or
money order (payable to the “United States Treasury”) when
paying estimated tax.



Form W-4 ano W-4P

An employer withholds tax based on wages paid and informa-
tion the employee provides on Form W-4, Employee’s With-
holding Allowance Certificate. The employee uses his or her
expected income, deductions, adjustments to income, and cred-
its to figure the total withholding allowances to claim on Form
W-4. In addition, an employee can claim extra allowances in
certain situations.

A taxpayer who receives distributions from a pension, an
annuity, an IRA, a stock bonus plan, or certain deferred
compensation plans should use Form W-4P, Withholding
Certificate for Pension or Annuity Payments, to notify the payer
whether, and how much, income tax should be withheld.

Income, deductions, and credits should be estimated carefully.
Taxpayers who do not have enough federal income tax withheld
can be subject to interest and penalties. Taxpayers who have a
very large refund or who owe should consider adjusting their
withholding.

Some taxpayers want their withholding to be high enough to
ensure that they receive a tax refund. They do not want to pay
an additional amount when filing their tax return. If a taxpayer
wishes, it is legal to claim fewer allowances than he or she is
allowed. More tax than required will be withheld each pay
period and, at the end of the year, the taxpayer should be eligi-
ble for a refund of overpaid taxes.

The Forms W-4 and W-4P also contain:

B Instructions

B Personal Allowances Worksheet

B Deductions and Adjustments Worksheet

B Two-Earner/Two-Job, Multiple Pension [ More
Than One Income Worksheets

B Tables

Common
QUERIES

An employee can
claim exemption
from withholding
only if all 2002
withholding was
refunded because
no tax was owed
and no tax liability
is expected in 2003.

Tax Tips

2. 2.8.0.0.0.0.8.8 8 ¢
Complete separate
Form W-4 work-
sheets only if the
taxpayer and his or
her spouse will file
separate returns.

Lesson7
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The worksheets incorporate the number of allowances, adjust-
ments, deductions, and credits that the employee expects on his
or her 2003 income tax return. Some or all of these additional
worksheets will then be used by the employee in completing the
allowance certificate.

If an employee has a working spouse or income from two jobs,
only one set of Form W-4 worksheets should be completed.
Complete the Form W-4 worksheets using the combined
expected income, adjustments, deductions, and exemptions.
The number of total allowances from this Form W-4 can then
be divided among all jobs. Withholding will usually be the
most accurate when an employee claims zero allowances

on all jobs except for the highest paying one.

Certain events can occur during the year that can change an
employee’s marital status, exemptions, allowances, deductions
or credits. When this happens, the employee may have to
change his or her withholding allowances by submitting a new
Form W-4 to the employer. The original Form W-4 remains in
effect until the employee changes it.

For more information on withholding, refer to Publication 919,
How Do I Adjust My Tax Withholding?

W-5, Advance Earned Income Credit (AEIC)

At this time, you the preparer have the opportunity and the
means to assist the taxpayer with the Form W-5, Earned
Income Credit Advance Payment Certificate. The amount of the
AEIC payments are based on wages by payroll cycle. Only per-
sons with at least one qualifying child can get AEIC payments.
If the taxpayer qualifies for the Earned Income Credit for 2002
refer them to Publication 596, Earned Income Credit or Form
W-5 for additional information.



Completing and Assembling the Return
After all the decisions have been made regarding payments,
overpayments, and estimated taxes, you should complete the
taxpayer identification section, assemble the return, and submit
it for quality review. When the review is completed, have the
taxpayer sign the return and provide instructions on where and
when to send it to the IRS. These steps are provided below.

Taxpayer Identification Section
This section is completed after the rest of the return. Often, this
saves time because after you begin preparing Form 1040A, you
may discover that Form 1040EZ or Form 1040 is more appropri-
ate. If this happens, you will not have to complete the taxpayer
identification section twice.

Taxpayers who filed returns last year probably received a forms
package by mail this year. The package includes a pre-
addressed label which shows the name and address of the tax-
payer(s).

Peel the label off and place it in the address area of the return.
Mark through any errors on the label, and print the correct
information on the label. Be sure to enter the social security
number(s) (or Taxpayer Identification Number (ITIN) to the
right of the label area.

If a taxpayer did not receive a forms package or does not have a
pre-addressed label, PRINT the required information. Enter the
taxpayer’s name and social security number (or ITIN) on the
first line. If married taxpayers are filing a joint return, enter
one spouse’s complete name and social security number (or
ITIN) on the first line and the other spouse’s complete name
and social security number (or ITIN) on the second line. Be sure
that each taxpayer’s name and social security number (or ITIN)
appear on one line, separate from the spouse’s information. If
you enter the husband’s name and the wife’s social security
number (or ITIN) on the same line, there can be a considerable
delay in processing the return.

Enter the address where any refund or notices should be sent.
If the post office delivers mail to a post office box rather than to
a street address, enter the P.O. box number on the line for the
home address.

The Presidential Election Campaign Fund appears in the name
and address area of Forms 1040EZ, 1040A, or 1040. Check Yes if
the taxpayer wishes to have $3 go to the Presidential Election
Campaign Fund. Otherwise, check No. Checking Yes will not
change the tax or reduce the refund. On a joint return, each tax-
payer chooses whether or not $3 should go to the fund.

essonr  4=17




POTENTIAL
PITFALLS A
Using the pre-addressed
label reduces processing
time. However, to protect
the taxpayer’s privacy,
the peel-off label that he
or she received in the
mail with the tax return
booklet does not have his
or her SSN (or that of his
or her spouse if filing a
joint return) printed on it.
Therefore, be sure the
taxpayer's SSN (and
spouse’s, if applicable) is
entered in the space pro-

vided on the tax form
(1040, 1040A, or 1040EZ).

Further, if the taxpayer
filed a joint return for
2001 and is filing a joint
return for 2002 with the
same spouse, be sure the
taxpayer's and spouse’s
names and SSN's are
entered in the same order
as on the 2001 tax return.

Tax Tips
ke k ke kK ke k

Name change. Taxpayers
who have changed their
names hecause of mar-
riage, divorce, etc.,
should be sure to report
this to the Social
Security Administration.
This prevents delays in
processing returns and
issuing refunds and safe-
guards future social
security benefits.
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Assembling the Return
Make sure that all forms, schedules, and attachments show the
taxpayer’s name and social security number. List the names in
the same order that they appear on the front of the return and
use the first social security (or ITIN) number that appears on
the front of the return.

Attach forms and schedules behind Form 1040 according to the
attachment sequence number shown in the upper right corner
of the form or schedule. Items without an attachment sequence
number should be placed at the end. For Form 1040A, attach any
forms or schedules in order by number with Schedule EIC last.

Attach Form(s) W-2 to the left margin of the return. If any Form
1099 shows federal income tax withheld, include that amount in
the payments section of the return.

When any Form 1099 shows federal income tax withheld, attach
a copy to the return, along with any Form(s) W-2.

IDENTIFYING RETURNS

Tax returns prepared by or with the assistance of TCE and
VITA volunteers are identified on the tax form. This identifica-
tion helps the IRS count the number of returns prepared by vol-
unteers nationwide.

If taxpayers ask about the “TCE” or “VITA” designation at the
bottom of the return, explain that this is done for statistical
purposes. Inform the taxpayers that the designation does not
affect the likelihood of an IRS examination (audit) of the return.

If you prepare over 50 percent of the tax return and you are rea-
sonably sure that the return will be filed as you prepared it,
enter the “VITA” or “TCE” designation at the bottom of the
return. If the assistance you provide is limited to answering tax-
payer questions, you do not need to enter the volunteer designa-
tion on the tax return. Do not enter volunteer designations on
schedules and attachments.

Most sites will have forms preprinted with volunteer designa-
tions. For Form 1040A and Form 1040, the designation appears
under the signature block on page two. For Form 1040EZ, the
designation appears at the bottom of page one. Volunteers
should circle the appropriate designation, “VITA” or “TCE.”

If you do not have forms with the preprinted designation, print
the appropriate designation in bold letters in the “Paid pre-
parer’s use only” block at the bottom of page two. On Form
1040A and 1040 and on the bottom of page one of Form 1040EZ.

Enter your site number on the line directly to the right of the
“VITA/TCE” designation.



QuALITY SERVICE

The goal of the TCE and VITA Programs is to provide high
quality service.

On-Site Quality Review Program

Every site should have a quality review program. Properly
reviewed returns will help prevent taxpayers from receiving an
error notice from the IRS. At larger sites, an experienced volun-
teer should be designated as the quality reviewer. At small
sites, volunteers may review each other’s work. A Quality
Review Checklist, like the one shown below, may be used for
this purpose.

OverprINT INSTRUCTIONS

Effective October 1, 2002, VITA/TCE volunteers no longer have
the responsibility of reporting statistics using Form 6522. The
Internal Revenue Service (IRS) will capture this information
using the Individual Master File Report (IMF Report) and the
Electronic Tax Administration (ETA) report. Based on this
change, it is very important that all returns prepared by a vol-
unteer tax preparation site be identified as VITA or TCE pre-
pared. “VITA or TCE” should be marked, written or stamped on
the form in the space provided for “Paid Preparer’s Use Only”
(see Exhibit)

The following procedures must be used when returns are pre-
pared in a VITA or TCE site.

1. Paper Returns

B TCE Sites will circle TCE and VITA will circle VITA

B If you use a return without the overprint, you must mark
VITA or TCE whichever applies in big bold letters in the
“Paid Preparer’s Use Only”.

2. Electronically filed returns

B E~file administrators will set up computers to indicate VITA
or TCE acronyms in the “non-paid preparer indicator”
section.

B If the return rejects or does not qualify for electronic filing
the return must be marked VITA or TCE in the “Paid
Preparer’s Use Only” section.

Common
QUERIES

If the taxpayer
moves, he or she
should notify the IRS
using Form 8822,
Change of Address.
The taxpayer should
mail it to the same
IRS service center
where the last
return was filed.

Tax Tirs

. 0.0.0.0.0.0.0.8.8.9
A resident or non-
resident alien who
does not have, or
cannot get an SSN,
should file a Form
W-7 with the IRS to
apply for an individ-
ual taxpayer identifi-
cation number (ITIN).

The ITIN is entered
on the return wher-
ever the SSN is
requested, and is
used for tax pur-
poses only.

Tax Tirs

S %k Sk ok kK k ok ok
Make sure the
social security
number is entered
correctly in the des-
ignated area of the
tax return. An incor-
rect number could
delay the taxpayer's
refund.
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Common
QUERIES

The IRS quality
review does not
make an examina-
tion (audit) more
likely nor does it
otherwise affect the
taxpayer's return.
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Are the name, address, and social security number cor-
rect for each taxpayer on the return?

Is the social security number(s) or ITIN(s) entered to the
right of the label area?

Is the Presidential Election Campaign Fund box(es)
checked?

Is the filing status correct? Is the box checked?

Are the exemptions and dependents checked, listed, and
added correctly?
Are dependents’ social security numbers or ITINs entered?

Are income items correctly transferred from Form W-2,
Form 1099-INT, Form 1099-DIV, Form 1099-G, Form
1099-R, and Form SSA-1099 (or RRB-1099), for example?

Is tax-exempt interest income reported? Is “TEI” written to
the left of line 2 on Form 1040EZ?

Is the taxable portion of social security benefits, IRA distri-
butions, pensions, and/or annuity income correctly figured?
Are there IRA withdrawals to report?

Is there any other income to report (lottery, fees, etc.)?

If the taxpayer paid alimony, is the recipient’s social secu-
rity number entered?

Are all appropriate boxes on line 37a, Form 1040 or line
23a, Form 1040A or line 5, Form 1040EZ checked?

Is the standard deduction correct? Complete worksheet if
taxpayer is someone else’s dependent.

Is the tax correct?

Is the taxpayer eligible to claim the credit for child and
dependent care expenses, child tax credit, education cred-

its, adoption credit, or credit for the elderly or the dis-
abled?

Does the tax withheld agree with the total of amounts
shown on all Forms W-2, 1099-INT, 1099-DIV, and 1099-R?
Are the estimated tax payments correct?

Is the taxpayer eligible to claim the earned income credit?
Is the overpayment or the amount owed correct? Does the
taxpayer want any part of the refund applied to next year’s
estimated tax? Does the taxpayer want the refund or any
part directly deposited?

Did you use a calculator to check your math?

Are all Forms W-2 and 1099 (showing tax withheld), as
well as schedules and forms, attached to the return?

Is the appropriate volunteer site designation entered?

Did the taxpayer(s) sign, date, and fill in his/her occupa-
tion on the return?

Is the taxpayer eligible to claim the Earned income credit?
Advanced earned income credit?




Signature section
Make sure the taxpayer signs and dates the return before mail-
ing. An unsigned return cannot be processed and may be sent
back to the taxpayer. On a joint return, both spouses must sign,
even if only one spouse had income. Also, make sure the occupa-
tion(s) of the taxpayer (or of both spouses, if married filing
jointly) is entered.

If a taxpayer died before filing a return for 2002, the taxpayer’s
spouse or personal representative may have to file and sign a
return for that taxpayer. A personal representative can be an
executor, administrator, or anyone who is in charge of the
deceased taxpayer’s property. If the deceased taxpayer did not
have to file a return but had tax withheld, a return must be
filed to get a refund. The person who files the return should
enter “DECEASED,” the deceased taxpayer’s name, and the
date of death across the top of the return.

If the taxpayer’s spouse died in 2002 and the taxpayer did not
remarry in 2002, the taxpayer can file a joint return. (The tax-
payer can also file a joint return if his or her spouse dies in
2003 before filing a 2002 return.) A joint return should show the
taxpayer’s spouse’s 2002 income before death and the taxpayer’s
income for all of 2002. The taxpayer should enter “Filing as sur-
viving spouse” in the area where the taxpayer signs the return.
If someone else is the personal representative, he or she must
also sign.

The surviving spouse or personal representative should
promptly notify all payers of income, including financial insti-
tutions, of the taxpayer’s death. This will ensure the proper
reporting of income earned by the taxpayer’s estate or heirs.

A deceased taxpayer’s social security number should not be used
for tax years after the year of death, except for estate tax return
purposes.

Third-Party Designee
If the taxpayer wants to allow a friend, family member, or any
other person he or she chooses to discuss his or her 2002 tax
return with the IRS, the taxpayer should check the “Yes” box in
the “Third party designee” area of the return. Also, the taxpayer
should enter the designee’s name, phone number, and any five
numbers the designee chooses as his or her personal identifica-
tion number (PIN).

If the taxpayer checks the “Yes” box, he or she, and his or her
spouse if filing a joint return, is authorizing the IRS to call the
designee to answer any questions that may arise during the
processing of the return. The taxpayer is also authorizing the
designee to:

B Give the IRS any information that is missing from the return,
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B Call the IRS for information about the processing of the
return or the status of the taxpayer’s refund or payment(s),
and

B Respond to certain IRS notices that the taxpayer has shared
with the designee about math errors, offsets, and return
preparation. The notices will not be sent to the designee.

The taxpayer is not authorizing the designee to receive any
refund check, bind the taxpayer to anything (including any
additional tax liability), or otherwise represent the taxpayer
before the IRS. If the taxpayer wants to expand the designee’s
authorization, he or she should see Publication 947, Practice
Before the IRS and Power of Attorney.

The authorization cannot be revoked. However, the authoriza-

tion will automatically end no later than the due date (without
regard to extensions) for filing the taxpayer’s 2003 tax return.

This is April 15, 2004, for most people.

As a volunteer preparer you should not be designated as
a “Third Party Designee.”

Ending the Interview

Make sure the taxpayer keeps a copy of all Forms W-2 and 1099
with a copy of the tax return. Advise the taxpayer to keep these
copies for at least three years. As the volunteer assistor, you
should not keep a copy of the return.

If an envelope has been provided for the taxpayer’s records
place the copies into it. Advise the taxpayer to bring the
envelope back next year.

Vorunteer Assistance WORKSHEET

The Volunteer Assistance Worksheet is currently under revision
and was not available at publication date. Your local Stake-
holder Partnerships, Education and Communication office will
provide you with the revised Volunteer Assistance Worksheet
when you attend training along with the training module that
explains the new worksheet and reporting requirements.

Exercise 2
Look at the completed Form 1040EZ shown in Exhibit 7 and
identify at least 3 areas that have not been properly completed.




Exhibit 7 Form 1040 EZ, page 1

Department of the Treasury-taternal Revenue Service

Form Income Tax Return for Single and
1040EZ Joint Filers With No Dependents @, 2002 OMB No. 1545-0675
r Your first name and initial Last name ‘ Your social security number
Label . |Jorge Mendez . 123 i45! 6789
(See page 12) g If a joint return, spouse’s first name and initial Last name ‘ Spouse’s social security number
Use the IRS | E | Lucinda Mendez j ‘
label. . t Home address (number and street). If you have a P.O. box, see page 12. Apt. no.
g;haesr:’gﬁr’]t # [ 1040 Main Street A A Important! A
or type_ 2 City, town or post office, state, and ZIP code. If you have a foreign address, see page 12. You must enter your
SSN(s) above.
Presidential \_ AnyWhePe, USA 99999 J
Election
Campaign } Note. Checking “Yes” will not change your tax or reduce-your refund. You Spouse
(page 12) Do you, or your spouse if a joint return, want $3 to go to this fund? . . . . L . P [ ves [INo [ ves [INo
| 1 Total wages, salaries, and tips.. This should be shown in box 1 of your W-2
ncome form(s). Attach your W-2 form(s). 1 14,900 | 00
Attach
Eg:g‘(s) W-2 2 Taxable interest. If the-total is over $400, you cannot use Form 1040EZ. 2 2 | 00
Enclose, but 3 Unemployment-compensation and Alaska Permanent Fund dividends
do not attach, (see.page 14). 3
any payment.
Add lines 1, 2, and 3. This is your adjusted gross income. 4
5 Can your parents (or someone else) claim you on their return?
Note. You Y " f sinel 0
must check es. ~ Enter amount from No. If sing e, enter $7,700.
Y N ] worksheet on back., If married, enter $13,850.
es or No. See back for explanation. 5
6 Subtract line 5 from line 4. If line 5 is larger than line 4, enter -0-.
This is your taxable income. > 6 14,900 00
Payments
i i 2 form(s). 1
and tax 7 Federal income tax withheld from box 2 of your W-2 form(s) 7 ,700 | OO
8 Earned income credit (EIC). 8
9 Add lines 7 and 8. These are your total payments. > 9 1,700 00
10 Tax. Use the amount on line 6 above to find your tax in the tax table on pages
2428 of the booklet. Then, enter the tax from the table on this line. 10 1,490 00
Refund 11a If line 9 is larger than line 10, subtract line 10 from line 9. This is your refund. > lla
?e?:siittegi!resgiy » b Routing number l [ [ [ [ [ [ [ [ ‘ » ¢ Type: D Checking D Savings
page 20 and fill in
11b, e, and 11d. - d  Account number l [ [ [ [ [ [ [ [ [ [ [ [ [ [ [ [ [
Amount 12 If line 10 is larger than line 9, subtract line 9 from line 10. This is
you owe the amount you owe. For details on how to pay, see page 21. > 12
Third party Do you want to allow another person to discuss this return with the IRS (see page 22)? [ | Yes. Complete the following. [ ] No
1 Designee’s Phone Personal identification
deSIgnee name > no. » ) number (PIN) » m
Slgn Under penalties of perjury, | declare that | have examined this return, and to the best of my knowledge and belief, it is true, correct, and
accurately lists all amounts and sources of income | received during the tax year. Declaration of preparer (other than the taxpayer) is based
here on all information of which the preparer has any knowledge. )
Joint return? Your signature Date Your occupation Daytime phone number
See page 11. ( )
Keep a copy Spouse’s signature. If a joint return, both must sign. Date Spouse’s occupation
for your |
records. Lucinda, Mendez 1/23/03
. s Date Preparer’s SSN or PTIN
Preparer’s Check if
Pald , signature } self-employed D
prepar?r S Firm’slpan;fe (or oved EIN
ours It selr-employeq),
use only gddress, and ZI‘;’ cyodzl, Phone no. ( )
For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see page 23. Cat. No. 11329W Form 1040EZ (2002
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»» Summing Up THis LEsson <<«

The information for the payment section of the return comes
from these sources:

P federal income tax withheld by the employer, and

p Forms 1099, and

P estimated tax payments paid by the taxpayer (not reported
on Form 1040EZ), and

p refundable credits.

If the amount owed is $1,000 or more, the taxpayer may have
to pay an estimated tax penalty. If there is an overpayment,
the taxpayer can take one of the following courses of action:

P receive a complete refund,

P apply the overpayment to the next year’s estimated tax, or

P receive a partial refund and apply the remainder of the
overpayment to the next year’s estimated tax.

Estimated tax payments must be made if a taxpayer:

P Expects to owe $1,000 or more in tax for 2003 after sub-
tracting income tax withheld and credits,

AND

P Expects his or her 2003 tax withheld and credits to be less
than the smaller of: 90 percent of the tax to be shown on his
or her 2003 tax return or, generally, 100 percent of the tax
shown on his or her 2002 tax return.

Withholding allowances for employees are reported on Form
W-4. Allowances for pension or annuity recipients are reported
on Form W-4P. They are figured by taking into account:

P Expected income

P Deductions

p Credits

P Adjustments to income

To finish the return:

P Consider the taxpayer’s possible eligibility for Advance
Earned Income Credit.

p Complete the taxpayer’s identification section after you
have finished the rest of the return.

p Enter the volunteer designation in the paid preparer’s
section.

P Assemble the return correctly, attaching any Forms W-2
and any Forms 1099 showing federal income tax withhold-
ing.

P Check each return for completeness and accuracy.

P Submit each return for on-site quality review.

P Have the taxpayer(s) sign and date the return.




FinisHING THE RETURN—

7

FinaL STeps AnsweRs 1o EXERcISE

Answers to Exercise 1

(A) Line 40

(B) No.

(C) The routing number for his bank account, and type of account
(D) Yes.

Answers to Exercise 2

B Wife’s SSN is missing

B Presidential Election Campaign is not marked
B Husband’s signature is missing

B VITA designation and site number is missing
B Line 4 is blank

B Line 5 is blank

B Line 6 is incorrect

B Line 1la is incorrect

B Occupations are missing
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CREDIT FOR GHILD AND

DEePenDENT CARE EXPENSES  “™°

In this lesson you will learn about the credit for Tax Tips
child and dependent care expenses. This non- Jafalafalofafafafotel

refundable credit is one of the most commonly ;okmezt:;(g:\gfzﬁdt_:an

used credits. able adoption tax
credit for qualifying
expenses paid to

After completing this lesson you should be able to :

B Determine who is eli.gible for the child and adopt an eligible
dependent care credit. child. Refer taxpay-

B Calculate the credit and report on the correct ers with adoption

form. expenses to a paid
professional tax pre-
parer. They can also

get Publication 968,
CREDI TS Tax Benefits for

Adoption, for more
A credit is a dollar-for-dollar reduction of the tax- infofmation_

payer’s tax liability. A refundable credit can be
greater than the tax. Taxpayers not only can have
their tax reduced to zero; they can also receive a
“refund” of excess credit. A nonrefundable credit
can also be greater than the tax, but the non-
refundable credit can only reduce the tax to zero.
Therefore, taxpayers will not receive a refund for
any excess nonrefundable credit.

The Hope credit, the lifetime learning credit, the
credit for child and dependent care expenses, the
credit for the elderly or the disabled, the mortgage
interest credit and the credit for qualified retire-
ment savings contributions are nonrefundable
credits.

The child tax credit is generally nonrefundable;
but some taxpayers can qualify for the refundable
additional child tax credit.

Lesson 8 8'1
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CREDIT FOR CHILD AND

DEePenpenT CARE EXPENSES

The credit for child and dependent care expenses is one of the
most commonly used credits.

This credit can be claimed on either Form 1040A or Form 1040.
The requirements for claiming the credit are the same, regard-
less of the form used. If the taxpayer files Form 1040A, the
credit is figured on Schedule 2, Child and Dependent Care
Expenses for Form 1040A Filers. If the taxpayer files Form

Tax Tirs 1040, the credit is figured on Form 2441, Child and Dependent
2.2.8.2.0°2.0°8.8 0 ¢ Care Expenses. If the taxpayer claims the credit, attach
A copy of Form 2441 Schedule 2 or Form 2441 to the tax return.

and Schedule 2 can

L To qualify for the credit, a taxpayer must have:
be found in the Tax

Forms Booklet B Incurred expenses for the care of a qualifying person,
Appendix, which is B Incurred expenses in order to work or look for work,

part of your B Earned income for work performed during the year (see first
Publication 678 .

Package. exception below),

B Filed a joint return if married (see second exception below),

B Maintained a home (paid over half the cost) that was also the
home of a qualifying person,

B Paid the expenses to someone other than his or her child
(under age 19) or a dependent claimed on the tax return,

B Identified the care provider on the tax return, and

B Excluded less than $2,400 ($4,800, if 2 or more qualifying
persons) of dependent care assistance benefits.

There are two exceptions.

1. A spouse who is a full-time student for some part of each of
five months of the year or who is incapable of self-care is con-
sidered to have earned income.

2. A married taxpayer does not have to file a joint return to
receive the credit if legally separated or living apart from his
or her spouse. A taxpayer is not considered married and is
eligible to take the credit if all of the following apply.

B The taxpayer files a separate return.

B The taxpayer paid more than half the cost of keeping up a
home for himself or herself and a qualifying person.

B The qualifying person lived in the home for more than half
the year.

B The taxpayer’s spouse did not live in the home during the
last six months of the year.
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Qualifying Person

The child and dependent care expenses must be for at least one
qualifying person.

A qualifying person is:

B A child that is under the age of 13 when the care is provided
and for whom a dependency exemption can be claimed.
(Special rules apply, however, if the parents are divorced or
separated.)

B A dependent (or person who could be claimed as a dependent
if his or her gross income had been less than $3,000) who is
physically or mentally incapable of self-care.

B A spouse who is physically or mentally incapable of self-care.

Example 1

Jim paid someone to care for his wife, Janet. Janet is physically
unable to care for herself. Jim also paid to have someone pre-
pare meals for his 13-year-old daughter, Jill.

Janet is a qualifying person, but Jill is not because she is not
under 13.

Example 2

Ronald is unable to care for himself. His parents cannot claim
him as a dependent only because Ronald earned $3,000 during
the year.

Ronald is a qualifying person. He would be claimed as a depen-
dent if the gross income test had been met.

Example 3

Amanda is divorced and her 8-year-old daughter, Carrie, lives
with her. In order to work, Amanda pays child care expenses for
Carrie. Carrie’s father claims a dependency exemption for her.

Carrie is a qualifying person. Amanda, the parent Carrie lives
with, can claim the credit for child and dependent care expenses
if the exception to the dependency exemption requirement for
children of divorced or separated parents applies. Carrie’s
father cannot claim the credit if the exception applies.

Expenses for Care of Qualifying Person

To be work related, the expenses must be for the care of a quali-
fying person to allow the taxpayer to work or to look for work.
Expenses are for the care of a qualifying person who is inca-
pable of self-care are allowable only if their main purpose is the
person’s well-being and protection. The care can be provided in
the taxpayer’s home or outside the home if the 8 hours in the
taxpayer’s home requirement is met.

Tax Tips
ko ke ke kK kK

It is physical cus-
tody (who the child
lives with), not legal
custody, that deter-
mines whether or
not a taxpayer is
eligible to claim the
child care credit. It
is not uncommon for
physical custody to
differ from legal
custody.

POTENTIAL
PitraLLs A
If the taxpayer paid
cash wages of
$1,300 or more for
the year to an
employee working
in the taxpayer's
home, the taxpayer
must pay the
employment taxes
on the employee’s
wages with
Schedule H,
attached to Form
1040. Taxpayers in
this situation should
seek paid profes-
sional tax assis-
tance. This is
beyond the scope of
the VITA/TCE
Program.

For more informa-
tion, see Publication
926, Household
Employer's Tax
Guide.
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Tax Tips
1. 0.0.0.6.0.0.6.0.0 4

If the special rules
for children of
divorced or sepa-
rated parents apply
(discussed in Lesson
2), a child is a quali-
fying person of the
custodial parentifa
dependency exemp-
tion is not claimed
because:

B The custodial
parent signed
Form 8332 to
release claim to
exemption, or

B The noncustodial
parent provided
at least $600
under a pre-1985
divorce or sepa-
ration agreement.

If the special rules
apply, the child
cannot be a quali-
fying child of the
noncustodial
parent.
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The cost of care provided outside the taxpayer’s home is counted
if the care is for the taxpayer’s dependent under the age of 13,
or any other qualifying person who regularly spends at least

8 hours each day in the taxpayer’s home.

Day-camp fees may be qualified expenses for this credit.
Expenses for an overnight camp are not qualified expenses for
this credit.

Expenses for care generally do not include amounts paid for
food, clothing, entertainment or education. The total cost of
sending a child to school can be counted only if:

B The child is in a grade level below the first grade, and

B The amount paid for food, and schooling is small and inciden-
tal to the child care and cannot be separated from the total
cost of care.

If the child is in the first grade or higher, and the cost of school-
ing can be separated from the total cost, the taxpayer can divide
the total cost between the cost of schooling and the cost of care.
Only the cost of care can be counted. If the cost of care cannot be
separated, no costs can be counted.

Earned Income
Generally, to claim the child and dependent care credit, the tax-
payer (and spouse, if married) must have earned income during
the year. Earned income includes:

B Wages, salaries, tips and other employee compensation,

B Net earnings from self-employment,

B Military basic quarters and subsistence allowances (includ-
ing in-kind quarters and subsistence),

B Strike benefits,

B Disability payments that are reported as wages,

B Parsonage allowances,

B Military pay earned in a combat zone,

B Meals and lodging furnished for the convenience of the
employer, and

B Voluntary salary deferrals.

Earned income does not include:

B Pensions or annuities,

B Social security payments,

B Workers’ compensation,

B Interest,

B Dividends,

B Unemployment compensation,

B Scholarships, or fellowship grants except for amounts
paid (and reported on Form W-2) for teaching, research or
other services.



Limit on Expenses
The amount of expenses eligible for the credit is limited to the
lowest of the following amounts for the year.

B The lower paid spouse’s earned income (in the case of mar-
ried taxpayers).

B The single taxpayer’s earned income.

B The actual expenses paid.

B The overall limit of $2,400 for one qualifying person or
$4,800 for two or more qualifying persons.

Some taxpayers receive dependent care benefits from their
employers. If so, the overall limit of $2,400/$4,800 is reduced,
dollar for dollar, by any reimbursement excluded from the tax-
payer’s income. The amount of dependent care benefits received
is shown in box 10 of Form W-2.

Example 4
Mark earned $14,000. His wife, Evelyn, earned $5,600. Day
care expenses for their three-year-old daughter were $2,200.

The maximum amount of qualifying child care expenses is
$2,200. This is the lowest of:

B The lower paid spouse’s earnings ($5,600),
B The amount actually paid ($2,200), and
B The overall limit for one qualifying person ($2,400).

Example 5

Geraldine has one dependent child, Donald. Geraldine can
claim the child and dependent care credit for Donald. Box 10 of
her Form W-2 shows that Geraldine received $1,400 during the
year from her employer’s dependent care assistance program.

Geraldine’s overall expense limit is $1,000 ($2,400 minus $1,400).

Nonworking Spouse
Married taxpayers usually must both work in order to claim the
credit. However, if a spouse is either a full-time student during
any five months of the year, or is incapable of self-care for some
period during the year, a credit can be claimed. To figure the
credit, the earned income for each month the spouse is either a
full-time student or disabled is considered to be at least:

B $200 with one qualifying person in the home, or
B $400 with two or more qualifying persons in the home.
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Example 6

Janice worked full time. Her husband, Ken, was a full-time stu-
dent from January through May. Their son, Jason, was in day-
care while Ken attended school.

Ken was a full-time student because he attended school for part
of each of five months during the year (the five months need not
have been consecutive). Ken’s earned income for the time he
attended school is considered to be $1,000 (5 months X $200).

Exercise 1
For the following situations, determine if the taxpayer can
claim the credit for child and dependent care expenses, and if
possible, determine the maximum amount eligible for the
credit.

A. Karen earned $18,000. She paid $1,800 for child care
expenses for her four-year-old daughter, Crystal. If Karen
can claim the credit, what is the maximum amount of child
care expenses eligible for the credit?

B. Andrea is married to Bill. They have a seven-year-old son,
Charles. Charles lived with Andrea for the entire year.
Andrea paid all the expenses of keeping the home they
shared. Andrea also paid for before-school and after-school
child care. Her total support for the child was $1,800. Bill
left the area 18 months ago. He did not live with Andrea at
all during the year, but he did send $1,200 in child support.
Andrea and Bill will file separate returns. Bill will claim
the dependency exemption for Charles. Can Andrea claim
the credit for child and dependent care expenses?

C. Ellen is divorced. She has custody of her 12-year-old daugh-
ter, Terri. Terri takes care of herself after school. In the
summer, Ellen spends $2,000 to send Terri away to overnight
camp. What portion, if any, of the camp fees is eligible for
the child and dependent care expenses credit?

Figuring the Credit
The credit is a percentage of qualifying expenses. For taxpayers
with adjusted gross incomes of $10,000 or less, the credit is
30 percent of qualifying expenses. As adjusted gross income
increases, the percentage decreases. The lowest percentage
is 20 percent. The tables on Schedule 2 (Form 1040A) and on
Form 2441 show the percentage for each adjusted gross
income bracket.




Completing Schedule 2 of Form 1040A or Form 2441 of Form 1040

This credit can be claimed on either Schedule 2 (Form 1040A) or
Form 2441 (Form 1040). Complete the forms found in the
instructions for Forms 1040A or 1040.

B Part I — The taxpayer is required to identify all persons or
organizations that provided care for the dependent or child.
Enter the name, address, social security number (SSN) or
employer identification number (EIN), and the amount paid
to the person or organization that provided the care for the
qualifying person during the year. (For taxpayers who
received benefits under a dependent care benefits program,
complete Part III before making any entries in Part II.
Complete Part II for all taxpayers.)

If the care provider is not identified or the information is
incomplete, the credit may be disallowed; but, if the taxpayer
is able to show that he or she used due diligence in trying to
furnish the necessary information, the taxpayer can still
claim the credit.

Due diligence can be shown by getting and keeping the
provider’s completed Form W-10 or one of the following pieces of
information.
* A copy of the provider’s social security card.
¢ If the care was provided in a state where the driver’s
license includes the social security number, a copy of the
provider’s driver’s license.
* A copy of the provider’s completed Form W-4, if he or she is
a household employee.
* A copy of the statement furnished by the taxpayer’s employer,
if the employer’s dependent care plan is the provider.
* A letter or invoice from the provider if it shows the neces-
sary information.

B Part II — The child care credit is figured in this section of
Schedule 2 or Form 2441. Enter the qualifying person(s)
name, SSN, and the amount of qualified expenses paid on
line 2 of Schedule 2 or Form 2441. Transfer the amount from
Schedule 2, line 11, to Form 1040A, line 29. Transfer the
amount from Form 2441, line 11, to Form 1040, line 46.

B Part III - Complete this part only for taxpayers who received
benefits under a dependent care benefits program.

Example 7

David A. and Edith B. Worth are married and file a joint return.
Last year, they paid $2,800 for the care of their son, Jonathan
(SSN 000-00-2194). The payment was made to Karen’s Kiddie
Care, 456 Chester Avenue, Berlin, MD 25789 (EIN 10-6789101).
The $2,800 payment includes a $1,000 dependent care benefit
Edith received from her employer. Edith earned $18,500 and
David earned $20,200 last year, working full time. Their
adjusted gross income is $38,700 and their tax liability is
$2,681. David’s social security number is 000-00-2916. Exhibits
1 and 2 show the completed Schedule 2 (Form 1040A) for David
and Edith.

PoTENTIAL
PiTraLLS A
The taxpayer must
complete Part | of
Schedule 2 or Form
2441. If the provider
refuses to give their
identifying informa-
tion, the taxpayer
should provide
whatever informa-
tion is available,
and explain that
the information was
requested but the
provider refused to
give it. Taxpayers
can use Form

W-10, Dependent
Care Provider's
Identification and
Certification, to

get the required
information from
the care provider.

tion is available,
and avnlain that

PoTENTIAL
PitraLLs A
Schedule 2 or Form
2441 must be filled
out by all taxpayers
with an entry in

Box 10 of Form W-2,

even if they do not
claim the credit.

care provider.

PoTENTIAL
PiTraLLS A
Schedule 2 or Form
2441 must be filled
out by all taxpayers
with an entry in

Box 10 of Form W-2,
even if they do not
claim the credit.
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Exhibit 1 The Worths” Schedule 2, page 1

SChedUIe 2 Department of the Treasury—Internal Revenue Service
(Form 1040a)  Child and Dependent Care

Expenses for Form 1040A Filers ) 2002 OMB No. 1545-0085
Name(s) shown on Form 1040A Your social security number
David A. and Edith B. Worth 000 : 00: 2935

Before you begin: You need to understand the following terms. See Definitions on page 1 of the separate instructions.
® Dependent Care Benefits o Qualifying Person(s) o Qualified Expenses ® Earned Income

(a) Care provider’s (b) Address (number, street, apt. no., (c) Identifying (d) Amount paid
Part | 1 name city, state, and ZIP code) number (SSN or EIN) (see instructions)
Persons or ) s 33s 456 Chester Avenue | 10-6789101 2.8001| 00
organizations Karen's Kiddie Care Berlin, MD 25789 ’
who provided
the care
You must (If you need more space, use the bottom of page 2.)
complete this .
part. Did you receive No ——» Complete only Part Il below.

dependent care benefits? | yes ———— Complete Part Ill on the back next.

Caution. If the care was provided in your home, you may owe employment taxes. If you do, you
must use Form 1040. See Schedule H and its instructions for details.

2 Information about your qualifying person(s). If you have more than two qualifying persons, see
Part II the instructions.

. . . , (c) Qualified expenses
Credit for child (a) Qualifying person’s name (b) Qualifying person’s social you incurred and paid
and dependent ! security number in 2002 for the person
care expenses First Last listed in column (a)

Johnathan Worth 000 00 (2194 1,800 00

3 Add the amounts in column (c) of line 2. Do not enter more than
$2,400 for one qualifying person or $4,800 for two or more persons.
If you completed Part lll, enter the amount from line 26. 3 1,400| 00

4 Enter your earned income. 4 20,200/ 00

5 If married filing a joint return, enter your spouse’s earned income (if
your spouse was a student or was disabled, see the instructions); all

others, enter the amount from line 4. 5 18,500]| 00
6 Enter the smallest of line 3, 4, or 5. 6 1,400]| 00
7 Enter the amount from Form 1040A, line 22. 7 38,700 [ 00

8 Enter on line 8 the decimal amount shown below that applies to the
amount on line 7.

If line 7 is: If line 7 is:
But not Decimal But not Decimal
Over over amount is Over over amount is
$0—10,000 .30 $20,000—22,000 24
10,000—12,000 .29 22,000—24,000 .23
12,000—14,000 .28 24,000—26,000 22
14,000—16,000 27 26,000—28,000 .21
16,000—18,000 .26 28,000—No limit .20
18,000—20,000 .25 8 X .20
9 Multiply line 6 by the decimal amount on line 8. If you paid 2001
expenses in 2002, see the instructions. 9 280 | 00
10 Enter the amount from Form 1040A, line 28. 10 2,681 | 00
11 Credit for child and dependent care expenses. Enter the smaller
of line 9 or line 10 here and on Form 1040A, line 29. 11 280| 00
For Paperwork Reduction Act Notice, see Form 1040A instructions. Cat. No. 10749l Schedule 2 (Form 1040A) 2002
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Exhibit 2 The Worths’ Schedule 2, page 2

Schedule 2 (Form 1040A) 2002 Page 2
Part 11l 12 Enter the total amount of dependent care benefits you received
for 2002. This amount should be shown in box 10 of your W-2
Dependent form(s). Do not include amounts that were reported to you as
care benefits wages in box 1 of Form(s) W-2. 12 1,000 |00
13 Enter the amount forfeited, if any. See the instructions. 13 0 |00
14 Subtract line 13 from line 12. 14 1,000 |00

15 Enter the total amount of qualified expenses
incurred in 2002 for the care of the qualifying

person(s). 15 2,800 |00
16 Enter the smaller of line 14 or 15. 16 1,000 |00
17 Enter your earned income. 17 20,200 |00

18 If married filing a joint return, enter your
spouse’s earned income (if your spouse was a
student or was disabled, see the instructions
for line 5); if married filing a separate return,
see the instructions for the amount to enter; all
others, enter the amount from line 17. 18 18,500 |00

19 Enter the smallest of line 16, 17, or 18. 19 1,000 |00

20 Excluded benefits. Enter here the smaller of the following:
® The amount from line 19 or
® $5,000 ($2,500 if married filing a separate return and you were
required to enter your spouse’s earned income on line 18). 20 1,000 |00

21 Taxable benefits. Subtract line 20 from line 14. Also, include this
amount on Form 1040A, line 7. In the space to the left of line 7, enter
DoB” 21 0 |00

To claim the child and dependent care
credit, complete lines 22-26 below.

22 Enter $2,400 ($4,800 if two or more qualifying persons). 22 2,400 |00

23 Enter the amount from line 20. 23 1,000 |00

24 Subtract line 23 from line 22. If zero or less, stop. You cannot take
the credit. Exception. If you paid 2001 expenses in 2002, see the
instructions for line 9. 24 1,400 |00

25 Complete line 2 on the front of this schedule. Do not include in
column (c) any benefits shown on line 20 above. Then, add the

amounts in column (c) and enter the total here. 25 1,800 00
26 Enter the smaller of line 24 or 25. Also, enter this amount on line 3
on the front of this schedule and complete lines 4-11. 26 1,400 |00

Schedule 2 (Form 1040A) 2002

Exercise 2

Sam L. and Sue D. Rock are married and file a joint return.
Sam’s social security number is 000-00-9832. The Rocks file
Form 1040 because they itemize deductions. Their adjusted
gross income is $27,321 and their line 44 tax is $748. Their
earned income is $27,100. Sam earned $10,000 and Sue earned
$17,100. They have two children, Doug (SSN 000-00-2387), age
7, and Pebbles (SSN 000-00-3278), age 4, who lived with them
all year. The children stayed at The Learning Center day care
after school until their parents picked them up after work. The
Learning Center is located at 496 White Road, Rancho Cordova,
CA 95744. The Learning Center’s tax identification number is
10-4487965. During 2002, total child care expenses for the
Rocks was $3,211. The Rocks paid $2,200. Sue’s employer paid
$1,011 under a dependent care benefits program.

A. Prepare the Form 2441 for the Rocks.

B. What amount is entered on Form 1040, line 46?
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Complete this form.

Exercise 2 Form 2441, page 1
2441 Child and Dependent Care Expenses | OMB No. 1545-0068
Form 2@02
» Attach to Form 1040.
Department of the Treasury Attachment
Internal Revenue Service (99) » See separate instructions. Sequence No. 21

Name(s) shown on Form 1040 Your social security number

Before you begin: You need to understand the following terms. See Definitions on page 1 of the instructions.

® Dependent Care Benefits o Qualifying Person(s) o Qualified Expenses e Earned Income

m Persons or Organizations Who Provided the Care—You must. complete this part.
(If you need more space, use the bottom of page 2.)

1 (a) Care provider’s (b) Address (c) Identifying number (d) Amount paid
name (number, street, apt. no., city, state, and ZIP. code) (SSN or EIN) (see instructions)

. . e
DU (e ive No Complete only Part Il below.
dependent care benefits? L yog — 9 Complete Part Ill on the back next.

Caution. If the care was provided in your home, you may owe employment taxes. See the instructions for Form 1040, line 60.
Credit for Child and Dependent Care Expenses
2 Information about your qualifying person(s). If you have more than two qualifying persons, see the instructions.

a) Qualifying person’s name i , ; (c) Qualified expenses you
) @ AL ) Q“a“fy'”.% persog s social | 4 red and paid in 2002 for the
First Last security number person listed in column (a)

3 Add the amounts in column (c) of line 2. Do not enter more than $2,400 for one qualifying %
person or $4,800 for two or more persons. If you completed Part Ill, enter the amount
fromline 26 . . . . . . . . L 3

4 Enteryourearnedincome . . . . . . . . . . . . . . . . . . .. 4

5 If married filing a joint return, enter your spouse’s earned income (if your spouse was a student
or was disabled, see the instructions); all others, enter the amount from line 4 .

6 Enter the smallest of line 3, 4, or 5 e e e e e e

7 Enter the amount from Form 1040, line 36 R Y A l

8 Enter on line 8 the decimal amount shown below that applies to the amount on line 7

If line 7 is: If line 7 is:
But not Decimal But not Decimal
Over over amount is Over over amount is
$0—10,000 .30 $20,000—22,000 .24
10,000—12,000 .29 22,000—24,000 .23
12,000—14,000 .28 24,000—26,000 .22 X .
14,000—16,000 .27 26,000—28,000 .21
16,000—18,000 .26 28,000—No limit .20
18,000—20,000 .25
9 Multiply line 6 by the decimal amount on line 8. If you paid 2001 expenses in 2002, see
the instructions e e e e e e e 9
10 Enter the amount from Form 1040, line 44, minus any amount on Form 1040, line 45 . 10
11 Credit for child and dependent care expenses. Enter the smaller of line 9 or line 10
here and on Form 1040, line46 . . . . . . . . . . . . . . . . . . . |11
For Paperwork Reduction Act Notice, see page 3 of the instructions. Cat. No. 11862M Form 2441 (2002)
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Complete this form.
Exercise 2

Form 2441, page 2

Form 2441 (2002)

Page 2

EXI Dependent Care Benefits

12

13

14

15

16

17
18

19
20

21

Enter the total amount of dependent care benefits you received for 2002. This amount
should be shown in box 10 of your W-2 form(s). Do not include amounts that were
reported to you as wages in box 1 of Formg) W-2 . . . . . . . . . . . . .12

Enter the amount forfeited, if any (see the instructions). . . . . . . . . [ . . 18

Subtract line 13 from line 12

Enter the total amount of qualified expenses incurred

in 2002 for the care of the qualifying person(s) . . .| 15
Enter the smaller of line 140r15 . . ... . . .| 16
Enter your earned income . . . .. . . .17

If married filing a joint return, enter your spouse’s earned
income (if your spouse was a student or was disabled,
see the instructions for line 5); if married filing a separate
return, see the instructions for the amount to enter;
all others, enter the amount from line 17 . .. . . . 18

Enter the smallest of line 16, 17, or 18 . . .= . .[19

Excluded benefits. Enter here the smaller of the following:

® The amount from line 19 or
e $5,000 ($2,500 if married filing a separate return

and you were required to enter your spouse’s

earned income on line 18).
Taxable benefits. Subtract line 20 from line 14. Also, include this amount on Form 1040,
line 7. On the dotted line next to line 7, enter “DCB”

To claim the child and dependent care
credit, complete lines 22-26 below.

22

23

24

25

26

Enter $2,400 ($4,800 if two or more qualifying persons) . . . . . . . . . . . |22

Enter the amount from line 20 .

Subtract line 23 from line 22. If zero or less, stop. You cannot take the credit.
Exception. If you paid 2001 expenses in 2002, see the instructions for line 9 .

Compilete line 2 on the front of this form. Do not include in column (c) any benefits shown
on line 20 above. Then, add the amounts in column (c) and enter the total here

Enter the smaller of line 24 or 25. Also, enter this amount on line 3 on the front of this

form and complete lines 4-11 .

Form 2441 (2002)
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CrepiT For CHiLD AND DEPENDENT

7

CARE EXPENSES  Answers 10 Exercises

Exercise 1

(A) $1,800, which is the lowest of: earned income ($18,000); the amount
actually paid ($1,800); and the limit for one qualifying person ($2,400).

(B) Yes.

(C) None.
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Crepit For CHiLD AND DEPENDENT

CARE EXPENSES  Answers 10 ExercisEs Lesson 8

Exercise 2 The Rocks’ Form 2441, page 1
2441 Child and Dependent Care Expenses | OMB No. 19450068
Form 02
» Attach to Form 1040. 2(@

Department of the Treasury Attachment

Internal Revenue Service (99) » See separate instructions. Sequence No. 21
Name(s) shown on Form 1040 Your social security number

Sam L. and Sue D. Rock 000 :00: 9832

Before you begin: You need to understand the following terms. See Definitions on page 1 of the instructions.

e Dependent Care Benefits ® Qualifying Person(s) e Qualified Expenses e Earned Income

m Persons or Organizations Who Provided the Care—You must complete this part.
(If you need more space, use the bottom of page2.)

1 (a) Care provider’'s (b) Address (c) Identifying number (d) Amount paid
name (number, street, apt. no., city, state, and ZIP. code) (SSN or EIN) (see instructions)
The Learning Center 496 White ROGR ... .. 10-4487965 3,211| 00

. . e
Did you receive No Complete only Part Il below.
dependent care benefits? | yog ———p Complete Part Il on the back next.

Caution. If the care was provided in your home, you may owe employment taxes. See the instructions for Form 1040, line 60.
Credit for Child and Dependent Care Expenses
2 Information about your qualifying person(s). If you have more than two qualifying persons, see the instructions.

. (a) Qualifying person’s name (b) Qualifying person’s social incﬁrguzgge;aﬁxﬁegggf you
First Last security numher person listed in column (a)
Doug Rock 000 (00 2387 1,100| 00
Pebbles Rock 000 {00 3278 1,100 00
3 Add the amounts in column (c) of line 2. Do not enter more than $2,400 for one qualifying %
person or $4,800 for two or more persons. If you completed Part Ill, enter the amount
) 2,200| 00
fromline 26 . . . . . . . . s 3
4 Enteryourearnedincome . . . . . . . . . . . . . . . . . . .. 4 10,000]| 00
5 If married filing a joint return, enter your spouse’s earned income (if your spouse was a student 17.100! 0o
or was disabled, see the instructions); all others, enter the amount from line 4 . i
6 Enter the smallest of line 3, 4, or 5 . 2,200] 00
7 Enter the amount from Form 1040, line 36 R Y A 7,321 |00
8 Enter on line 8 the decimal amount shown below that applies to the amount on line 7
If line 7 is: If line 7 is:
But not Decimal But not Decimal
Over over amount is Over over amount is
$0—10,000 .30 $20,000—22,000 .24
10,000—12,000 .29 22,000—24,000 .23
12,000—14,000 .28 24,000—26,000 .22 X .21
14,000—16,000 .27 26,000—28,000 .21
16,000—18,000 .26 28,000—No limit .20
18,000—20,000 .25
9 Multiply line 6 by the decimal amount on line 8. If you paid 2001 expenses in 2002, see 462100
the instructions e e e e e e
10 Enter the amount from Form 1040, line 44, minus any amount on Form 1040, line 45 748 |00
11  Credit for child and dependent care expenses. Enter the smaller of line 9 or line 10
here and on Form 1040, line46 . . . . . . . . . . . . . . . . . . . |11 462 | 00
For Paperwork Reduction Act Notice, see page 3 of the instructions. Cat. No. 11862M Form 2441 (2002)
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/ CrepiT For CHiLD AND DEPENDENT
]

CARE EXPENSES  Answers 10 Exercises

Exercise 2 The Rocks’ Form 2441, page 2

Form 2441 (2002) Page 2

EXI Dependent Care Benefits

12 Enter the total amount of dependent care benefits you received for 2002. This amount

should be shown in box 10 of your W-2 form(s). Do not include amounts that were 1,011| 00
reported to you as wages in box 1 of Form(syW-2 . . . . . . . . . . . . . 12
0| 00
13 Enter the amount forfeited, if any (see the instructions). . . . . . . . . [ . . 13
1,011 | OO
14 Subtract line 13 from line 12 P L.
15 Enter the total amount of qualified expenses incurred 3,11 |00
in 2002 for the care of the qualifying person(s) . . .| 15
1,01110
16 Enter the smaller of line14or15 . . ... . . .| 16
10,000 |0
17 Enter your earned income . . . .. . . .17

18 If married filing a joint return, enter your spouse’s earned
income (if your spouse was a student or was disabled,
see the instructions for line 5); if married filing a separate
return, see the instructions for the amount to enter; 17,1000
all others, enter the amount from line 17 .. . . . |18

1,011 |0

19 Enter the smallest of line 16, 17, 0r18 . . .. . .19

20 Excluded benefits. Enter here the smaller of the following:

® The amount from line 19 or 1,011| 00
e $5,000 ($2,500 if married filing a separate return
and you were required to enter your spouse’s
earned income on line 18).
21 Taxable benefits. Subtract line 20 from line 14. Also, include this amount on Form 1040, ol oo
line 7. On the dotted line next to line 7, enter “DCB”
To claim the child and dependent care
credit, complete lines 22-26 below.
4,800| 00
22 Enter $2,400 ($4,800 if two or more qualifying persons)
1,011| 00
23 Enter the amount from line 20 .
24 Subtract line 23 from line 22. If zero or less, stop. You cannot take the credit. 3,789| 00
Exception. If you paid 2001 expenses in 2002, see the instructions for line 9 .
25 Complete line 2 on the front of this form. Do not include in column (c) any benefits shown 2,200| 00
on line 20 above. Then, add the amounts in column (c) and enter the total here
26 Enter the smaller of line 24 or 25. Also, enter this amount on line 3 on the front of this 2.200| 00
form and complete lines 4-11 . ?
@ Form 2441 (2002)

Exercise 2
(B) Form 1040, line 46: $462.
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Epucarion CREDITS

IntrRoDUCTION AND OBJECTIVES

In this lesson you will learn about the education credits. The

Hope scholarship credit and the Lifetime Learning Credit cannot

both be claimed on the same student in a tax year.

After completing this lesson, you should be able to:

B Calculate the Hope Credit on Form 8863.

B Calculate the Lifetime Learning credit on Form 8863.

GENERAL REQUIREMENTS

Taxpayers can claim the Hope Scholarship Credit (Hope
credit) and the Lifetime Learning Credit for higher education
expenses paid in 2002 for an eligible student. Both credits are
nonrefundable and can be claimed on either Form 1040 or Form
1040A. These two credits are also called education credits.

To claim either of the education credits the taxpayer must:

B Meet all of the general requirements,

B Meet all of the specific requirements for the individual
credit, and

B Meet the income limits.

The general requirements provide that the taxpayer must have
incurred qualified expenses for an eligible student to attend
an eligible educational institution during the tax year.
Additionally, the general requirements set limits on the modi-
fied adjusted gross income of the taxpayer.

Lesson 9

PoTENTIAL
PiTFALLS A
If a student receives
a tax-free distribu-
tion from a Coverdell
education savings
account for the tax
year, he or she can
claim an education
credit, as long as the
distribution is not
used to pay the
same expenses. For
more information,
see Publications 590
and 970.
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Tax Tips
2.0.8.0.6.0 6.6 6.6
Taxpayers may not
take the Tuition and
Fees Deduction and
the Hope or lifetime
learning credit for
the same student.

If a taxpayer has
qualified tuition and
fees, it is usually to
the taxpayer's bene-
fit to take the above
the line deduction.
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Lesson 9

Qualified Expenses

The Hope credit and the lifetime learning credit are based on
qualified tuition and related expenses the taxpayer pays for
himself or herself, the taxpayer’s spouse, or dependents the tax-
payer claims on his or her tax return.

Qualified tuition and related expenses are tuition and fees
required for enrollment or attendance at an eligible educational
institution and generally include fees for:

B Course-related books, supplies and equipment, and

B Student activities.

The fees must be paid to the institution as a condition of
enrollment or attendance.

Qualified tuition and related expenses do not include the cost of:

B Insurance,

B Medical expenses (including student health fees),

B Room and board,

B Transportation or similar personal, living, or family
expenses, even if the fees must be paid to the institution as a
condition of enrollment or attendance.

When considering qualified tuition and related expenses for the
Hope credit, the cost of courses for athletics, sports, games, hob-
bies or noncredit courses are not used unless the course is part
of the student’s degree program. However, when computing the
qualified tuition and related expenses for the lifetime learning
credit, these types of expenses are includible if the course was
taken to acquire or improve the job skills of the student.

If a taxpayer prepaid qualified tuition and related expenses for
an academic period that begins in the first three months of the
following year, he or she can use the prepaid amount in figuring
the credit.

Example 1

Thomas pays $1,500 in December 2002 for qualified tuition for
the winter semester that begins in January 2003. He can use the
$1,500 paid in December of 2002 to compute his credit for 2002.

Payments with borrowed funds.

Taxpayers can claim the Hope credit and lifetime learning
credit for qualified tuition and related expenses paid with the
proceeds of a loan. Use the expenses to figure the credit for the
year in which the expenses are paid, not the year in which the
loan is repaid.



Eligible Student
The taxpayer, the taxpayer’s spouse, or the taxpayer’s depen-
dent (for whom the taxpayer claims a dependency exemption)
can be an eligible student.

In addition, for the Hope credit, the student must be: PoTENTIAL f
B Enrolled in a program that leads to a degree, certificate or PrtraLLs

other recognized educational credential. Prepaid expenses
B Taking at least one-half of the normal full-time workload for do not change the

fact that only pay-
ments made during
this tax year can be

his or her course of study for at least one academic period
beginning during the calendar year.

B Enrolled for one of the first two years of his or her postsec- used to claim an
ondary education. education credit for
B Free of any felony conviction for possessing or distributing a this tax year.

controlled substance.

Eligible Educational Institution
An eligible educational institution is generally any accredited
public, nonprofit, or proprietary (private) postsecondary institu-
tion eligible to participate in the student aid programs adminis-
tered by the Department of Education. Most universities and
colleges, including community colleges, meet these requirements.

An eligible educational institution (such as a college or univer-

sity) that receives payment of qualified tuition and related

expenses generally must issue Form 1098-T, Tuition Payments

Statement, to each student by February 1, of each year. The

information on Form 1098-T will help you determine whether

the taxpayer can claim an education credit for 2002. The follow-

ing information should be included on the 2002 form.

B The name, address, and taxpayer identification number of
the educational institution.

B The name, address, and taxpayer identification number of
the student.

B Whether the student was enrolled for at least half of the full-
time academic workload, box 4.

B Whether the student was enrolled exclusively in a graduate-
level program, box 5.

Income Requirements
The Hope credit and the lifetime learning credit are phased out
(gradually reduced) if the taxpayer’s modified AGI is over
$41,000 (over $82,000 if married filing jointly). If a taxpayer’s
modified AGI is $51,000 or more ($102,000 or more if married
filing jointly), no credit is allowed. Education credits are not
allowed to persons who are married filing separately.
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Modified Adjusted Gross Income (MAGI)
For most taxpayers, modified adjusted gross income (MAGI) is
adjusted gross income (AGI) as figured on their federal income
tax return. MAGI when using Form 1040A is the AGI on line 21
of that form. MAGI when using Form 1040 is the AGI on line 35
of that form, modified by adding back any:

1) Foreign earned income exclusion

2) Foreign housing exclusion

3) Exclusion of income for bona fide residents of America
Samoa, and

4) Exclusion of income from Puerto Rico.

HopPe CrepiT

A Hope credit can be claimed for each eligible student that is
claimed on the taxpayer’s return.

Credit Amounts
The Hope credit is figured on Form 8863, Education Credits
(Hope and Lifetime Learning Credits). The maximum Hope
credit is $1,500 per student for each of the first two taxable
years of his or her postsecondary education. For each eligible
student who qualifies for the Hope credit:

B If the expenses are $1,000 or less, the credit is the amount of
the expenses,

B If the expenses are $2,000 or more, the credit is $1,500, and

M If the expenses are between $1,000 and $2,000, the credit is
$1,000 plus one-half of the expenses over $1,000. For exam-
ple, if the expenses are $1,500, the credit is $1,250 ($1,000
plus one-half of $500).

Example 2

John and Mary Green have a dependent son, Jim, who is a
freshman at the local university. They paid $4,500 in qualified
tuition expenses. They determined it would be more beneficial
to them to take the Hope Credit rather than the Tuition and
Fees Deduction. Their Form 8863 is shown in Exhibit 1.
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Exhibit 1 John and Mary’s Form 8863
8863 Education Credits OMB No. 1545-1618
Form (Hope and Lifetime Learning Credits) 2002
afg;';r‘sgf]:;::%gj;zw » See instructions. » Attach to Form 1040 or Form 1040A. 2::52:;":\‘& 50
Name(s) shown on return Your social security number
John and Mary Green 000 : 00 :9876
m Hope Credit. Caution: The Hope credit may be claimed for no more than.2 tax years for the same student.
1 (c) Qualified
(a) Student’s name (b) Student’s expenses (d) Enter the
(as shown on page 1 social security (but do not smaller of the (e) Subtract (f) Enter one-half
of your tax return) number (as enter more than amount in column (d) from | of the amount in
First name shown on page 1 | $2,000 for each column (c) or column (c) column (e)
———————————————————————————— of your tax return) | student). See $1,000
Last name instructions
wo...dim Green L
000:00: 4313 2,000 | 00 1,000 | 00 1000 | 00 500 | 00
2 Add the amounts in columns ) and () : 2 1,000 500 | 00
3 Tentative Hope credit. Add the amounts.on line 2 columns (d) and (f). If you are claiming
the lifetime learning credit, go to Part Il; otherwise, gotoPartill . . . . . . . . » | 3 1,500 | 00
ZET0  Lifetime Learning Credit
4 (a) Student’s'-name (as shown on page 1 (b) Student’s social security (c) Qualified
of your tax return) number (as shown on page expenses. See
Caution: You First name Last name 1 of your tax return) instructions
cannot take the : :
Hope credit and
the lifetime learning
credit for the same
student.
5 Add the amounts on line 4, column (c), and enter the total 5
6 EnterthesmallerofI|ne5or$5000 . e e s 6
7 Tentative lifetime learning credit. Multiply line 6 by 20% (200 and goto Partlll . . P 7
clgfll] Allowable Education Credits
8 Tentative education credits. Add lines3and7 . . . . e 8 1,800] 00
9 Enter: $102,000 if married filing jointly; $51,000 if single, head of
household, or qualifying widow(er) . . . 9 [102,000 | 00
10 Enter the amount from Form 1040, line 36 (or Form 1040A I|ne 22) 10 | 32,000 |00
11 Subtract line 10 from line 9. If line 10 is equal to or more than
line 9, stop; you cannot take any education credits . 11| 70,000 | 00
12 Enter: $20,000 if married filing jointly; $10,000 if single, head of
household, or qualifying widow(er) . 12| 0,000 |00
13 |If line 11 is equal to or more than line 12, enter the amount from line 8 on line 14 and
go to line 15. If line 11 is less than line 12 divide line 11 by line 12. Enter the result as
a decimal (rounded to at least three places) . U I L X .
14 Multiply line 8 by line 13 . . . . A L. 1,500| 00
15 Enter the amount from Form 1040, Ilne 44 (or Form 1040A I|ne 28) 15 3,349 | 00
16 Enter the total, if any, of your credits from Form 1040, lines 45 through 47 (or from
Form 1040A, lines 29 and 30) . 16 0| 00
17 Subtract line 16 from line 15. If line 16 is equal to or more than Ilne 15 stop, you cannot
take any education credits 17 3,349 | 00
18 Education credits. Enter the smaller of I|ne 14 or Ilne 17 here and on Form 1040
line 48 (or Form 1040A, line 31) ... > |18 1,500] 00
*See Pub. 970 for the amount to enter if you are filing Form 2555 2555 EZ or 4563 or you are excluding income from Puerto Rico.
For Paperwork Reduction Act Notice, see page 3. Cat. No. 25379M Form 8863 (2002)
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Lirerime LEARNING CREDIT

The lifetime learning credit is based on the total qualified edu-
cation expenses paid by the taxpayer and not on the number of
eligible students. Education expenses are qualified for the life-
time learning credit if they are:

B For courses taken as part of a postsecondary degree program,
or

B For courses that are not part of a postsecondary degree pro-
gram, but that are taken to improve or acquire job skills.

Example 3

Samantha, a professional photographer, enrolls in an advanced
photography course at a local community college. Although the
course is not part of a degree program, she enrolls in it to
improve her job skills. The course fee paid by Samantha is con-
sidered qualified tuition for the purpose of claiming the lifetime
learning credit.

Example 4

Cleve, an engineer, plans to vacation in Europe next year. In
preparation for the trip, he enrolls in a noncredit photography
class at a local community college. Because Cleve is not taking
the course as part of a degree program or to acquire or improve
his job skills, the cost of the course is not a qualifying expense
for claiming the lifetime learning credit.

Credit amounts
The lifetime learning credit is also figured on Form 8863. The
maximum amount of the credit is $1,000 per taxpayer for all eli-
gible students. The credit amount is figured by multiplying total
qualified educational expenses, up to $5,000, by 20%.

Example 5

Judy Green is single and took a course at the local college to
recertify her to teach in public schools. Her qualified tuition
expenses were $500. She chooses to take the lifetime learning
credit rather than the Tuition and Fees Deduction. Her com-
pleted Form 8863 is shown in Exhibit 2.
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Exhibit 2

Judy’s Form 8363

- 8863

Department of the Treasury
Internal Revenue Service

» See instructions.

Education Credits
(Hope and Lifetime Learning Credits)

» Attach to Form 1040 or Form 1040A.

OMB No. 1545-1618

2002

Attachment
Sequence No.

Name(s) shown on return

Your social security number

Judy Green 000 : 00 : 7777
Hope Credit. Caution: The Hope credit may be claimed for no more than.2 tax years for the same student.
(c) Qualified
(a) Student’s name (b) Student’s expenses (d) Enter the
(as shown on page 1 social security (but do not smaller of the (e) Subtract (f) Enter one-half
of your tax return) number (as enter more than amount in column (d) from | of the amount in
First name shown on page 1 | $2,000 for each column (c) or column (c) column (e)
———————————————————————————— of your tax return) | student). See $1,000
Last name instructions
2 Add the amounts in columns (d) and ® . 2 W_
3 Tentative Hope credit. Add the amounts.on line 2 columns (d) and (f). If you are claiming
the lifetime learning credit, go to Part II; otherwise, goto Partiit . . . . . . . .» 3
EEXX  Lifetime Learning Credit
4 (a) Student’s'name (as shown on page 1 (b) Student’s social security (c) Qualified
of your tax return) number (as shown on page expenses. See
Caution: You First name Last name 1 of your tax return) instructions
cannot take the Judy Green 000 00 : 7777 500 [00
Hope credit and : :
the lifetime learning
credit for the same
student.
5 Add the amounts on line 4, column (c), and enter thetotal . . . . . . . . . . . 5 800 |00
6 Enter the smaller of line 5 or $5,000 . . T I 300 |00
7 Tentative lifetime learning credit. Multiply line 6 by 20% (20)and goto Partlll . .p» 7 100 |00
:Uudlll] Allowable Education Credits
8 Tentative education credits. Add lines3and 7. . . . e e 8 100] 00
9 Enter: $102,000 if married filing jointly; $51,000 if single, head of
household, or qualifying widow(er) 9 | 51,000 |00
10 Enter the amount from Form 1040, line 36 (or Form 104OA line 22) 10| 22,000 |00
11 Subtract line 10 from line 9. If line 10 is equal to or more than
line 9, stop; you cannot take any education credits . . . . 11| 29,000 [00
12 Enter: $20,000 if married filing jointly; $10,000 if single, head of
household, or qualifying widow(er) . . . .. 12| 10,000 |00
13 If line 11 is equal to or more than line 12, enter the amount from line 8 on line 14 and
go to line 15. If line 11 is less than line 12, divide line 11 by line 12. Enter the result as
a decimal (rounded to at least three places) . S I L X .
14 Multiply line 8 by line 13 . . . B SRAL 100 | 00
15 Enter the amount from Form 1040, line 44 (or Form 1040A, line 28) . . . . 15 1,849| 00
16 Enter the total, if any, of your credits from Form 1040, lines 45 through 47 (or from
Form 1040A, lines 29 and 30) . . . . . . 16 0] 00
17 Subtract line 16 from line 15. If line 16 is equal to or more than Ilne 15 stop, you Cannot
take any education credits . . . . .17 1,849| 00
18 Education credits. Enter the smaller of I|ne 14 or I|ne 17 here and on Form 1040
line 48 (or Form 1040A, line 31) . . . . .. .. .p» |18 100| 00

*See Pub. 970 for the amount to enter if you are filing Form 2555 2555 EZ or 4563 or you are excluding income from Puerto Rico.

Form 8863 (2002)

For Paperwork Reduction Act Notice, see page 3. Cat. No. 25379M
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No Double Benefits
A taxpayer cannot:

B Deduct higher education expenses and claim a credit based
on those same expenses,

B Claim a Hope credit and a lifetime learning credit based on
the same qualified education expenses, or

B Claim a credit based on expenses paid with tax-free scholar-
ship, grant, employer-provided educational assistance or a
distribution from a Coverdell ESA.

However, a taxpayer can claim a credit based on expenses paid
with the eligible student’s earnings, loans, gifts, inheritances, or
personal savings.

An eligible student cannot claim an education credit if he or she
is claimed as a dependent on another taxpayer’s tax return. Any
amounts paid by the student are considered paid by the tax-
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payer who claims the student as a dependent.

The following table summarizes the differences between the

credits.

Table: Comparison of Education Credits

Lifetime Learning Credit

Hope Scholarship Credit

per taxpayer credit

per eligible student credit

$1,000 limit per taxpayer

$1,500 limit per eligible student

available for an unlimited
number of years

available ONLY for the first
two years of postsecondary
education

credit available for courses
taken as part of a postsecondary
degree program or to acquire or
improve job skills (including
noncredit courses and graduate
level work)

must be pursuing a degree or
other educational credential

available for one or more
courses

must take at least 1/2 of the
normal full-time workload for one
academic period

no other restrictions

felony drug conviction restriction




Exercise 1

Bruce and Toni are married and file a joint tax return. For 2002,
their modified AGI ($50,000) is the same as their AGI and their
tax is $4,826. Toni (SSN 000-00-6941) is attending the local com-
munity college (an eligible institution) part time to earn credits
toward an associate’s degree in nursing. She already has a bache-
lor’s degree in history and wants to become a nurse. In August
2002, Toni paid $4,000 for her fall 2002 semester. Bruce and Toni
choose to take the lifetime learning credit. They claim no other
credits. Complete their Form 8863.

TaxWise Hints

To input qualified tuition expenses and prepare a Form 8863
using TaxWise, select Form 8863, enter the student’s name in
either the Hope credit section or the lifetime learning credit sec-
tion and complete all the entries annotated in red. TaxWise will
automatically complete the form and carry the mathematical
calculations to the Form 1040.

»» Summing Up THis LEsson <<«

The Hope and lifetime learning credits are nonrefundable
credits that allow a taxpayer to claim all or a portion of quali-
fied tuition and related expenses paid for post-secondary edu-
cation.

Generally, a taxpayer can claim the Hope or lifetime learning
credit if they pay qualified tuition and related expenses of
higher education for an eligible student who is either the tax-
payer, the taxpayer’s spouse, or a dependent whom the tax-
payer can claim an exemption on his or her tax return.

A taxpayer cannot:

P Deduct higher education expenses on his or her tax return
and also claim a Hope or lifetime learning credit based on
those same expenses,

Pp Claim a Hope credit and a lifetime learning credit based on
the same qualified education expenses, or

p Claim a credit based on expenses paid with tax-free schol-
arship, grant, or employer-provided educational assistance.

The Hope and lifetime learning credits are claimed on Form
8863 which can be filed with either Form 1040 or Form 1040A.
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Exhibit 3

Complete Bruce and Toni's Form 8863

Education Credits

OMB No. 1545-1618

Form 8863

Department of the Treasury
Internal Revenue Service

(Hope and Lifetime Learning Credits)

» Attach to Form 1040 or Form 1040A.

2002

Attachment

» See instructions. Sequence No. 50

Your social security number
000 : 00 :9541
Hope Credit. Caution: The Hope credit may be claimed for no more than.2 tax years for the same student.

Name(s) shown on return .
Bruce and Toni Green

Part |
1

(c) Qualified
(a) Student’s name (b) Student’s expenses (d) Enter the
(as shown on page 1 social security (but do not smaller of the (e) Subtract (f) Enter one-half
of your tax return) number (as enter more than amount in column (d) from | of the amount in
First name shown on page 1 | $2,000 for each column (c) or column (c) column (e)
———————————————————————————— of your tax return) | student). See $1,000
Last name instructions
2 Add the amounts in columns (d) and ® . 2 Wﬁ
3 Tentative Hope credit. Add the amounts.on line 2 columns (d) and (f). If you are claiming
the lifetime learning credit, go to Part II; otherwise, goto Parttt . . . . . . . .» 3
m] Lifetime Learning Credit
4 (a) Student’s'-name (as shown on page 1 (b) Student’s social security (c) Qualified
of your tax return) number (as shown on page expenses. See
Caution: You First name Last name 1 of your tax return) instructions
cannot take the : :
Hope credit and
the lifetime learning
credit for the same
student.
5 Add the amounts on line 4, column (c), and enter thetotal . . . . . . . . . . . 5
6 Enter the smaller of line 5 or $5,000 . C e e s 6
7 Tentative lifetime learning credit. Multiply line 6 by 20% (200 and goto Partlll . .p 7
Allowable Education Credits
8 Tentative education credits. Add lines3and 7 . . . ... ... . |8
9 Enter: $102,000 if married filing jointly; $51,000 if smgle head of
household, or qualifying widow(er) . . . 9
10 Enter the amount from Form 1040, line 36 (or Form 104OA I|ne 22) 10
11 Subtract line 10 from line 9. If line 10 is equal to or more than
line 9, stop; you cannot take any education credits . . . . 11
12 Enter: $20,000 if married filing jointly; $10,000 if smgle head of
household, or qualifying widow(er) . 12
13 |If line 11 is equal to or more than line 12, enter the amount from line 8 on line 14 and
go to line 15. If line 11 is less than line 12 divide line 11 by line 12. Enter the result as
a decimal (rounded to at least three places) . S £ X
14 Multiply line 8 by line 13 . . . > |14
15 Enter the amount from Form 1040 Ilne 44 (or Form 104OA Ilne 28) .. 15
16 Enter the total, if any, of your credits from Form 1040, lines 45 through 47 (or from
Form 1040A, lines 29 and 30) . 16
17 Subtract line 16 from line 15. If line 16 is equal to or more than Ilne 15 stop, you cannot
take any education credits 17
18 Education credits. Enter the smaller of I|ne 14 or Ilne 17 here and on Form 1040
line 48 (or Form 1040A, line 31) . . . . N A L:

*See Pub. 970 for the amount to enter if you are filing Form 2555 2555 EZ or 4563 or you are excluding income from Puerto Rico.

Form 8863 (2002)

For Paperwork Reduction Act Notice, see page 3. Cat. No. 25379M

9-10

Lesson 9

WAGE EARNER



Exercise 1 Bruce and Toni's Form 8863
8863 Education Credits OMB No. 1545-1618
Form (Hope and Lifetime Learning Credits) 2002
af:;g“sgb:;:g%gj@“"y » See instructions. » Attach to Form 1040 or Form 1040A. 223322::?}\‘0_ 50
Name(s) shown on return X Your social security number
Bruce and Toni Green 000: 00 9541
m Hope Credit. Caution: The Hope credit may be claimed for no more than 2 tax years for the same student.
1 (c) Qualified
(a) Student’s name (b) Student’s expenses (d) Enter the
(as shown on page 1 social security (but do not smaller of the (e) Subtract (f) Enter one-half
of your tax return) number (as enter more than amount in column (d) from | of the amount in
First name shown on page 1 | $2,000 for each column (c) or column (c) column (e)
———————————————————————————— of your tax return) | student). See $1,000
Last name instructions
2 Add the amounts in columns (d ) and 0 . 2 L
3 Tentative Hope credit. Add the amounts.on line 2 columns (d) and (f). If you are claiming
the lifetime learning credit, go to Part Il; otherwise, goto Part it . . . . . . . .» 3
XAl Lifetime Learning Credit
4 (a) Student’s name (as shown on page 1 (b) Student’s social security (c) Qualified
of your tax return) number (as shown on page expenses. See
Caution: You First name Last name 1 of your tax return) instructions
cannot take the Toni Green 000 : 00 6941 4000 [00
Hope credit and : :
the lifetime learning ; ;
credit for the same
student.
5 Add the amounts on line 4, column (c), and enter thetotal . . . . . . . . . . . |5 4000 00
6 Enter the smaller of line 5 or $5,000 . S 4000/ 00
7 Tentative lifetime learning credit. Multiply line 6 by 20% (.20) and goto Partlll . . B 7 800]| 00
Allowable Education Credits
8 Tentative education credits. Add lines3and 7 . . . .. ... ... 8 800] 00
9 Enter: $102,000 if married filing jointly; $51,000 if smgle head of
household, or qualifying widow(er) . . 9 | 102,000 |00
10 Enter the amount from Form 1040, line 36 (or Form 1040A, line 22) 10 50,000 00
11 Subtract line 10 from line 9. If line 10 is equal to or more than
line 9, stop; you cannot take any education credits . 11 58,000 | 00
12 Enter: $20,000 if married filing jointly; $10,000 if smgle head of
household, or qualifying widow(er) . 12 20,000 |00
13 If line 11 is equal to or more than line 12, enter the amount from line 8 on line 14 and
go to line 15. If line 11 is less than line 12, divide line 11 by line 12. Enter the result as
a decimal (rounded to at least three places). S A £ X .
14 Multiply line 8 by line 13 . . . . T S U 80000
15 Enter the amount from Form 1040, line 44 (or Form 1040, line 28) ) 15 4826 00
16 Enter the total, if any, of your credits from Form 1040, lines 45 through 47 (or from
Form 1040A, lines 29 and 30) . . 16 000
17 Subtract line 16 from line 15. If line 16 is equal to or more than I|ne 15 stop, you cannot
take any education credits .17 4826 | 00
18 Education credits. Enter the smaller of Ilne 14 or I|ne 17 here and on Form 1040
line 48 (or Form 1040A, line 31) . . . . .. . . .p» |18 80000
*See Pub. 970 for the amount to enter if you are filing Form 2555 2555 EZ or 4563 or you are excluding income from Puerto Rico.
For Paperwork Reduction Act Notice, see page 3. Cat. No. 25379M Form 8863 (2002)
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EARNED IncomE CREDIT

Lesson 10

IntrRODUCTION AND OBJECTIVES

In this lesson you will learn about the earned
income tax credit. This is a refundable credit, and
taxpayers must file a tax return to receive the
credit. Beginning in 2002, some of the rules and
qualifications for earned income tax credit changed.
New rules and/or qualifications apply to earned
income, modified adjusted gross income, taxpayers
with the same qualifying child, and a new definition
of foster child.

After completing this lesson you should be able to:

B Use the new 2002 rules to determine which tax-
payers are eligible for the earned income credit.

B Calculate and report the credit using the EIC
worksheet.

B Explain the benefits of the Advanced Earned
Income Credit (AEIC).

B Report the AEIC on the tax return.

GENERAL REQUIREMENTS

Some taxpayers are able to claim the earned income
credit. This is a refundable credit, and eligible taxpay-
ers can receive a refund of this credit even if they owe
no tax and had no income tax withheld.

All taxpayers (and spouses, if filing a joint return)
must meet the general requirements to claim the
credit. Other requirements apply depending on
whether or not the taxpayer has a qualifying child
(defined later).
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Tax Tips
2.2.0.0.0.0.0.6.6 & ¢
Taxpayers who are
eligible to claim the
earned income
credit should file a
tax return even if
they are not other-
wise required to file.

POTENTIAL
PitraLLs YA
If the taxpayer's fil-
ing status is married
filing separately, the
taxpayer cannot

claim the earned
income credit.
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Generally, to claim the earned income tax credit, a taxpayer
must:

B Have earned income during the year,

B Not have investment income of more than $2,550.

Investment income includes taxable interest and dividends,

tax exempt interest, capital gain net income, net income from

rents and royalties not derived from a trade or business, and

net income from passive activities,

Use any filing status except married filing a separate return,

Have a tax return that covers a 12-month period. This does

not apply if a short period return is filed because of an indi-

vidual’s death,

B Show on the tax return the SSN of the taxpayer (and spouse

if filing a joint return). See identification numbers, later.

Not be the qualifying child of another person,

Not exclude from gross income any income earned in foreign

countries, or deduct or exclude a foreign housing amount

(File Form 2555 or Form 2555-EZ), and

B Not be a nonresident alien. Nonresident aliens may qualify
for the credit only if they are married to a U.S. citizen or
resident and their filing status is married filing jointly.

Identification Numbers
To claim the EIC, the taxpayer (and spouse if filing a joint
return) must have a valid Social Security number (SSN) issued
by the Social Security Administration (SSA). Any qualifying
child listed on Schedule EIC must also have a valid SSN. If a
social security card has a legend that says “Not valid for
employment” and the number was issued so that the taxpayer
(or spouse or qualifying child) could receive a federally funded
benefit, the taxpayer cannot claim the EIC. An example of a fed-
erally funded benefit is Medicaid.

Individual Taxpayer Identification Numbers (ITINs) and
Adoption Taxpayer Identification Numbers (ATINs) cannot be
used when claiming the EIC.

If a taxpayer has a social security card that contains the legend
“valid for work only with INS authorization,” the taxpayer may
claim the credit, assuming he or she meets the other require-
ments.



Taxpayers With One or More Qualifying Children
If the taxpayer has a qualifying child (defined later), the follow-
ing additional requirements apply.

B The taxpayer’s earned income and adjusted gross income
must each be less than:
b) $33,178 ($34,178 if married filing jointly) if he or she has
more than one qualifying child,
a) $29,201 ($30,201 if married filing jointly) if he or she has
one qualifying child, or
B The taxpayer must show on Schedule EIC the name, age, and
SSN for each qualifying child listed (see Identification
Numbers, earlier).

Taxpayers With No Qualifying Child
If the taxpayer does not have a qualifying child, the following
additional requirements apply.

B The taxpayer’s earned income and adjusted gross income
must each be less than $11,060 ($12,060 if married filing
jointly).

B The taxpayer (or the taxpayer’s spouse, if filing a joint return)
must be at least age 25 but under age 65 at the end of the year.

B Neither the taxpayer (nor the taxpayer’s spouse if filing
jointly) can be eligible to be claimed as a dependent on
another person’s return.

B The principal place of abode of the taxpayer (and the tax-
payer’s spouse, if filing jointly) must be in the United States
for more than half the year.

Earned Income
Earned income is wages, salaries, tips and other employee com-
pensation, but only if the amounts are includible in gross
income; plus net earnings from self-employment. Table 1 pro-
vides examples of what to include and not to include as earned
income in computing the earned income credit.

Amounts received for work performed while an inmate in a penal
institution are not considered earned income for purposes of the
earned income credit. Enter “PRI” and the amount of the income
earned while an inmate next to line 7 (Form 1040 or 1040A) or line
1 (Form 1040 EZ). This income is still considered taxable for pur-
poses of determining the taxpayer’s federal income tax.

If the taxpayer was a household employee who did not receive a
Form W-2 because he or she was paid less than $1,300, the
income must still be included on line 7 (Form 1040A or 1040) or
line 1 (Form 1040EZ). Enter “HSH” and the amount not
reported on Form W-2 next to line 7 (Form 1040A or 1040) or
Line 1 (Form 1040EZ).
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Tax Tips
2.2.0.0.0.0.0.6.6.6 ¢
Nontaxable earned
income is no longer
considered for eligi-
bility of EIC.

Table 1. Examples of Earned Income for the Earned Income Credit

Includes

Earned Income
Does not include

10-4

Lesson 10

WAGE EARNER

Taxable wages,
salaries, and tips

Union strike benefits

Taxable long-term
disability benefits
received prior to min-
imum retirement age

Net earnings from
self-employment

Gross income of a
statutory employee

Interest and dividends

Social Security and railroad retirement bene-
fits

Welfare benefits

Workfare payments

Pensions or annuities

Veteran’s benefits (including VA rehabilitation
payments)

Workers’ compensation benefits
Alimony

Child Support

Nontaxable foster care payments
Unemployment compensation

Taxable scholarship or fellowship grants that
are not reported on Form W-2

Earnings for work performed while an inmate
at a penal institution

Salary deferrals (for example, under a 401 (k)
or 403(b) plan or the Federal Thrift Savings
Plan)

Combat zone excluded pay (box 12, code Q
of Form W-2)

Basic housing and subsistence allowances
for the U.S. Military (box 12, code Q of Form
W-2)

The value of meals or lodging provided by an
employer for the convenience of the employer

Housing allowance or rental value of a par-
sonage for the clergy

Excludable dependent care benefits (line 18
of either Form 2441, Form 1040, or Schedule
2, Form 1040A)

Salary reductions such as under a cafeteria
plan

Excludable employer provided educational
assistance benefits (may be shown in box 13
of Form W-2)

Anything else of value received from some-
one for services performed, if it is not cur-
rently taxable




QuALIFyiNG CHILD

For purposes of the earned income credit, a taxpayer has a qual-
ifying child, if the child meets three tests.

B Relationship Test
B Residency Test, and
B Age Test

Relationship Test
To meet the relationship test, the qualifying child must be the
taxpayer’s:

1. Son, daughter, stepson, stepdaughter or a descendant of the
taxpayer’s son, daughter, stepson, or stepdaughter.

2. Brother, sister, stepbrother, stepsister. The taxpayer must
care for any of these children as his or her own child. A
descendant must be lineal descendant.

3. Eligible foster child.

An eligible foster child is a child placed with the taxpayer by
an authorized placement agency and whom the taxpayer cares for
as his or her own child. An authorized placement agency is an
agency of a state or political subdivision of a state, including a
court, or tax-exempt organization licensed by the state.

An adopted child (and a child placed with the taxpayer for adop-

tion) is treated as a child by blood. Tax Ties
2.2.9.2.8.2.0.0.8.8.9
Residency Test The taxpayer does

. . . . not need to have a
To meet the residency test, the child must live with the taxpayer home. It is sufficient

in the United States for more than half of the tax year. If a child if the taxpayer and

fails to meet the residency test because the child was born or child live together in
died during the year, the child is considered to meet the test if a series of homeless
the child lived with the taxpayer while the child was alive. shelters.

Age Test

To meet the age test, the child must be:

B Under age 19 at the end of the year,

B A full-time student under age 24 at the end of year, or

B Permanently and totally disabled at any time during the tax
year, regardless of age.

A married taxpayer can be a qualifying child of the taxpayer if
he or she can be claimed as a dependent by the taxpayer.
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Qualifying Child of More Than One Taxpayer
Beginning with tax year 2002, if a child is a qualifying child of
more than one taxpayer, the taxpayers may choose which of
them will claim the credit on the basis of that child. If two or
more children are qualifying children of the same taxpayers
(not filing a joint return together), the taxpayers may agree that
one will claim the credit on the basis of one child and the other
will claim the credit on the basis of the other child.

Example 1

Jane (age 30) is unmarried. In 2002, Jane lived with her four
children and her mother, Linda. Provided they each meet the
eligibility and income requirements, Jane may claim the EIC
based on one or two of the children, and Linda may claim the
EIC based on any other children not claimed by Jane.

If two or more taxpayers actually claim the credit on the basis
of the same qualifying child, the statute determines which of
them is entitled to the credit on the basis of that child. This is
the tie-breaker rule. The taxpayer who is entitled to the credit
is —

B The parent, if one taxpayer is a parent of the child.

B The taxpayer with the higher AGI, if neither is a parent of
the child.

B The parent the child lived with longest during the tax year, if
both taxpayers are parents of the child and they do not file a
joint return together.

B The parent with the higher AGI, if both taxpayers are par-
ents of the child, the child lived with both parents for the
same length of time during the tax year, and they do not file
a joint return together.

Example 2

John (age 26) is unmarried. In 2002, John and his daughter,
Lynn, lived with John’s father, Paul. John’s sole income was
wages of $19,000. Paul’s sole income was wages of $12,000.

Lynn is a qualifying child of both John and Paul. John and
Paul agree that Paul will claim the EIC on the basis of Lynn,
because Paul’s credit would be more than John’s. If John later
decides to claim the credit, under the tie-breaker rule, Paul will
lose the credit he claimed.

Example3
Ralph is single and has two qualifying children. He earned
$23,247 in taxable wages and his adjusted gross income is
$26,928.

Ralph can claim the earned income credit because his earned
income and adjusted gross income are each less than $33,178.
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Example 4

Maureen has $23,050 in earned income; her adjusted gross
income is $23,175. Her filing status is single. Maureen’s 20-
year-old daughter, Angie, lived with her for eight months of the
year. Angie is not married and is a full-time college student.

Maureen can claim the earned income credit because she has a
qualifying child and her earned income and adjusted gross
income are under $29,201.

DisaLLowep EARNED INcomE CREDIT

If a taxpayer’s earned income credit was disallowed in a prior
year as a result of the deficiency procedures, he or she cannot
claim the credit again unless Form 8862, Information To Claim
Earned Income Credit After Disallowance, is attached to the
return. If the credit is claimed without attaching Form 8862, it
will be automatically denied, under the math error procedures.

A deficiency procedure occurs when the IRS questions the tax-
payer’s eligibility for the earned income credit for reasons
other than a mathematical or clerical error. If the credit was
disallowed in the earlier year because of a mathematical or cleri-
cal error, Form 8862 should not be completed. For more infor-
mation on deficiency procedures, see Publication 596.

A taxpayer who is determined to have claimed the EIC due to
reckless or intentional disregard of rules or regulations is ineli-
gible to claim the EIC for a subsequent period of 2 years.

A taxpayer who is determined to have fraudulently claimed the
EIC is ineligible to claim the EIC for a subsequent period of
10 years.

Lesson 10 1 0' 7

WAGE EARNER



Exercise 1

Determine if the taxpayers in this exercise can claim the
earned income credit. If they cannot, explain why.

A. Sharon has an eligible foster child, Eric. Eric is 12 years old
and began living with Sharon in August 2002. Sharon’s
earned income and her adjusted gross income are $14,275.
Can Sharon claim the earned income credit?

B. Doug and Donna are married and live together. Their com-
bined earned income is $22,222. Doug reports adjusted
gross income of $10,728 on his separate tax return, and
Donna reports adjusted gross income of $11,514 on her sepa-
rate return. Sam, their four-year-old son, lives with Doug and
Donna. Can Doug and/or Donna claim the earned income
credit?

C. Randy and Cara were married and lived together until
August when they divorced. Randy and Cara have two chil-
dren, Jimmy, age seven, and Anna, age five. The children
lived with both of their parents until August, then they
lived with their mother. Randy’s earned income and
adjusted gross income are $19,251. Cara’s earned income is
$14,751, and her adjusted gross income is $15,362. Can
Randy and/or Cara claim the earned income credit?

D. Benjamin, age 26, lives alone, is single, and earns $8,250.
His adjusted gross income is $8,950. Can Benjamin claim
the earned income credit?

E. Melanie is 18 years old and married. Melanie’s husband is
overseas, and she lives with her mother, Susan. Susan’s
earned income is $18,431, and her adjusted gross income is
$18,453. Susan cannot claim Melanie as a dependent. Can
Susan claim the earned income credit?

F. Circle the items that are considered earned income for
earned income credit purposes.

Wages

Housing allowance for a member of the clergy
Social security benefits

Interest income

Unemployment compensation

Tip income

Dividend income

o A ol

Military subsistence allowances
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THE EARNED INncomEe CrRepir WORKSHEET
AND ScHepuLe EIC

The earned income credit is computed on the Earned Income
Credit (EIC) Worksheet. Before completing the EIC Worksheet,
you must complete the steps in the EIC instructions line 64 of
Form 1040; line 41 of Form 1040A; or line 8 of Form 1040EZ.

Completing the steps will help you determine whether or not the
taxpayer is eligible to take the credit. If the taxpayer can claim
the earned income credit, complete the EIC Worksheet. If the tax-
payer is not eligible to claim the credit, write “No” next to line 8
of 1040EZ; line 41 of 1040A; or line 64 of 1040. The steps and
the EIC Worksheets are included in the Tax Forms Booklet
Appendix, and the Forms 1040, 1040A, and 1040EZ instruc-
tions.

There are two versions (A and B) of the EIC Worksheet for Form
1040 filers. (The sidebar on this page alerts you to when Ver-
sion B applies). Complete the EIC Worksheet to determine the
amount of the earned income credit the taxpayer can claim.
The EIC Worksheet should not be attached to the return; the
taxpayer should keep it with his or her tax records.

Using the Earned Income Credit Table

The Earned Income Credit (EIC) Table is used to determine the
amount of the credit. The tables are found in the instructions
for Forms 1040EZ, 1040A, or 1040.

When using the earned income credit table to determine the
credit, read down the columns labeled At least . . . But less than
and find the line that includes the amount you are instructed to
look up from the EIC Worksheet. Read across to the column that
includes the number of qualifying children of the taxpayer and fil-
ing status. Enter the earned income credit from that column on
the EIC Worksheet.

Example 5

Roger’s filing status is head of household and he has two quali-
fying children. The amount shown on lines 1 and 3 of his Form
1040A EIC Worksheet is $19,300.

Roger’s earned income credit from the EIC Table is $2,917.

ALERT A

The EIC Worksheet
for Form 1040 has
two versions, A and
B. They are both
included in the Tax
Forms Booklet
Appendix.

If the taxpayer was
self-employed or
reported income
and expenses on
Schedule C or C-EZ
as a statutory
employee, he or
she must use the
EIC Worksheet B
to figure his or her
credit amount.

Tax Tips

0. 0.0.0.0.0.0.0.0.0.¢
The Earned Income
Credit (EIC) Table is
included in the Tax
Forms Booklet
Appendix.
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Exercise 2

PoTENTIAL

PITFALLS A A. Alex and Cheryl have two qualifying children. Their filing

Errors are easily status is married filing jointly. The amount shown on lines
1 and 3 of their EIC Worksheet is $19,866.

made when using
the earned income
credit table. To What is the earned income credit from the EIC Table?

ensure that you have
entered the correct
amount on the tax B
form, look up the
credit twice—once

. Roxanne is divorced. She lives with her infant daughter.
The amount shown on lines 1 and 3 of her EIC Worksheet

before you enter the is $17,750.

credit on the form

and once after you What is the earned income credit from the EIC Table?
have entered it on

the form.

Completing Schedule EIC

Tax Tips
ek Fe ke Fk ok Qualifying Child Information
Schedule EIC is Schedule EIC, Earned Income Credit, contains only information
included in the Tax about qualifying children. Only taxpayers who have a qualifying
Forms Booklet child must fill out the schedule and attach it to Form 1040A or
Appendix.

Form 1040.

Example 6

Ronald Evans (SSN 000-00-9840) is single. His son, Harry (SSN
000-00-9849), was born in 1979. Harry lived with Ronald during
all of 2002. Harry is a full-time student. Harry is not married
and is a qualifying child of his father. He is not a qualifying
child of his mother. However, Harry’s mother claims him as a
dependent on her tax return.

Exhibit 1 shows the Schedule EIC.

10-10 oo
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Exhibit 1 Ronald’s Schedule EIC, page 1

SCHEDULE EIC . D

OMB No. 1545-0074
(Form 1040A or 1040) Earned Income credlt 1040A < >

Qualifying Child Information 1040 2@02
Department of the Treasury Complete and at‘taCh to Form 704QA or 1Q4O EIC Attachment
Internal Revenue Service  (99) only if you have a qualifying child. Sequence No. 43
Name(s) shown on return Your social security number
Ronald Evans 000:00:9840

See the instructions for Form 1040A, line 41, or Form 1040, line 64, to make sure that

Before you b egin: (a) you can take the EIC and (b) you have a qualifying child.

e |f you take the EIC even though you are not eligible, you-may not be allowed to take the credit for up
to 10 years. See back of schedule for details.

® |t will take us longer to process your return and.issue your refund-if you do not fill in all lines that apply
for each qualifying child.

CAUTION
® Be sure the child’s name on line 1 and social security number (SSN) on line 2 agree with the child’s
social security card. Otherwise, at the time we process your return, we may reduce or disallow your
EIC. If the name or SSN on the child’s social security card is not correct, call the Social Security
Administration at 1-800-772-1213.
Qualifying Child Information Child 1 Child 2
1 Child’s name First name Last name First name Last name
If you have more than two qualifying children, you
only have to list two to get the maximum credit. Harry Evans
2 Child’s SSN
The child must have an SSN'as defined on page 42
of the Form 1040A instructions.or-page 44 of the
Form 1040 instructions unless the child was born and
died in 2002. If your child was born and died in 2002 ‘ ‘
and did not have an SSN, enter ‘Died” on this line } }
and attach a copy of the child’s birth certificate. 000: 00: 9849
3 Child’s year of birth ver L1 9 7 9 Vear
If born after 1983, skip lines 4a If born after 1983, skip lines 4a
and 4b; go to line 5. and 4b; go to line 5.
4 If the child was born before 1984—
a Was the child under age 24 at the end X
of 2002 and a student? Yes. D No. D Yes. D No.
Go to line 5. Continue Go to line 5. Continue
b Was the child permanently and totally
disabled during any part of 2002? D Yes. |:| No. D Yes. |:| No.
Continue The child is not a Continue The child is not a
qualifying child. qualifying child.
5 Child’s relationship to you
(for example, son, daughter, grandchild,
foster child, etc.) Son
6 Number of months child lived with
you in the United States during 2002
® [f the child lived with you for more than half of
2002 but less than 7 months, enter ‘7" 12 " th
. L _+®  months ___ months
°
Eo:gg fgidﬂ;?zh?ﬁg ?121(1111:(101;1 tﬁ(e)();s;ls t{;l;rhe Do not enter more than 12 months. Do not enter more than 12 months.
or she was alive during 2002, enter “12”

claimed as your dependent on line 6¢ of Form 1040A or Form 1040, and (c) is a U.S. citizen or resident alien. For more

@ You may also be able to take the additional child tax credit if your child (a) was under age 17 at the end of 2002, (b) is
details, see the instructions for line 42 of Form 1040A or line 66 of Form 1040.

For Paperwork Reduction Act Notice, see Form 1040A Cat. No. 13339M Schedule EIC (Form 1040A or 1040) 2002
or 1040 instructions.
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PoTENTIAL é Exercise 3

PiTeALLS Sam U. and Robin O. Bell are married and file a joint return.
Remember that Sam’s social security number is 000-00-4797 and Robin’s is
the amount of the 000-00-4798. They have a child, Jennifer S. Bell (SSN 000-00-

earned income
credit depends on
the taxpayer's

1987) who was born in 1996. Jennifer lived with her parents
for the entire year. Form 1040, line 7 shows that the Bells had

income, number of wages of $21,211, line 8a shows $39 of taxable interest income,

qualifying children, and line 35 shows the Bells’ adjusted gross income of $21,250.
d filing status. B

:LI:re :(:I:.g: :L: iorf A. Complete the Form 1040A, line 41 steps, the EIC

rect column from the Worksheet and Schedule EIC.

EIC Table.

B. Report the earned income credit on Form 1040A.
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Complete this worksheet

Exhibit 2 EIC Worksheet
Earned Income Credit (EIC) Worksheet—Line 41 Keep for Your Records

m 1. Enter your earned income from Step 5, on 1

i page 43.
All Filers

2. Look up the amount on line 1 above in the EIC Table on pages 46-51 2
to find the credit. Be sure you use the correct column for your filing
status and the number of children you have. Enter the credit here.

If line 2 is zero, You cannot take the credit.

Put ‘No’’to the left of the entry space for line 41.

3. Enter the amount from Form 1040A, line 22.

4. Are the amounts on lines 3 and 1 the same?
L] Yes. Skip line 5; enter the amount from line 2 on line 6.

[ INo. Go to line 5.

5. If you have:

® No qualifying children, is the amount on line 3 less than $6,150 (or

Filers Who $7,150 if married ffllmg ]ogr:tly). h 1 s
® | or more qualifying children, is the amount on line 3 less than $13,520
f\ns,l,uered ($14,520 if married filing jointly)?
No”on Ul Yes. Leave line 5 blank; enter the amount from line 2 on line 6.
Line 4 S
[J No. Look up the amount on line 3 in the EIC Table on 5
pages 46-51 to find the credit. Be sure you use the correct
column for your filing status and the number of children
you have. Enter the credit here.
Look at the amounts on lines 5 and 2.
Then, enter the smaller amount on line 6.
m 6. This is your earned income credit. 6
Enter this amount on ~ *
Ivour Ealgle':l_t Form 1040A, line 41.  *
ncome Credi . :
Reminder— = < :
\/ If you have a qualifying child, complete and attach |1040A < 10A‘0A
Schedule EIC.
EIC
If your EIC for a year after 1996 was reduced or disallowed, see
page 44 to find out if you must file Form 8862 to take the
CAUTION credit for 2002.
-45 - Need more information or forms? See page 9.
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Complete this worksheet
Exhibit 3

Eligibility Questions, page 1

Line 41—
Earned Income Credit (EIC)

What Is the EIC?

The EIC is a credit for certain people who work. The credit may
give you a refund even if you do not owe any tax.

To Take the EIC:

® Follow the steps below.

® Complete the worksheet that applies to you or let the IRS
figure the credit for you.

® If you have a qualifying child, complete and attach
Schedule EIC.

If you take the EIC even though you are not eligible
and it is determined that your error is due to reckless
or intentional disregard of the EIC rules, you will not
be allowed to take the credit for 2 years even if you
are otherwise eligible to do so. If you fraudulently take the EIC,
you will not be allowed to take the credit for 10 years. You may
also have to pay penalties.

CAUTION

m All Filers

1. If, in 2002:

® 2 children lived with you, is the amount on Form 1040A,
line 22, less than $33,178 (or $34,178 if married filing
jointly)?

® | child lived with you, is the amount on Form 1040A,
line 22, less than $29,201 ($30,201 if married filing
jointly)?

® No children live with you, is the amount on
Form 1040A, line 22, less than $11,060 (or $12,060 if
married filing jointly)?

[ ] Yes. C()m‘inue} [ ] No.

You cannot take the credit.

2. Do you, and your spouse if filing a joint return, have a
social security number that allows you to work or is valid
for EIC purposes (see page 44)?

[ Yes. Continue} L] No.

You cannot take the credit.

Put “No” to the left of the
entry space for line 41.

3. Is your filing status married filing separately?

[ Yes.

You cannot take
the credit.

[ No. Continue}

4. Were you a nonresident alien for any part of 2002?

L] Yes. See Nonresident ] No. Go to Step 2.
Aliens on page 44.

Step 2 Investment Income

1. Add the amounts from Line 8a
Form 1040A:
Line 8b +
Line9 +
Line 10 +

Investment Income

2. Ts your investment income more than $2,550?

L] Yes.

You cannot take
the credit.

[ No. Continue}

3. Did a child live with you in 2002?

L] No. Go 10 Step 4 on
page 42.

[ ] Yes. Go 10 Step 3.

(Continued on page 42)

-41 - Need more information or forms? See page 9.
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Complete this worksheet
Exhibit 4

Eligibility Questions, page 2

Continued from page 41

m Qualifying Child

A qualifying child is a child who is...
Your son, daughter, adopted child, stepchild, or grandchild
or

Your brother, sister, stepbrother, or stepsister, or a descendant of
your brother, sister, etc. (for example, your niece or nephew),
whom you cared for as your own child

or

A foster child (any child placed with you by an authorized
placement agency whom you cared for as your own child)

If the child was married, see page 42.

AND
.
was at the end of 2002...
Under age 19
or
Under age 24 and a student (see page 44)
or

Any age and permanently and totally disabled (see page 44)

AND
v

who...

Lived with you in the United States for more than half
of 2002. If the child did not live with you for the
required time, see Exception to “Time Lived With You”
Condition on page 44.

Note. If the child was married, see page 44.

1. Look at the qualifying child conditions above. Could you, or
your spouse if filing a joint return, be a qualifying child of
another person in 20027

[ Yes.

You cannot take the
credit. Put “No” to
the left of the entry
space for line 41.

[ No. Continue}

2. Do you have at least one child who meets the above
conditions to be your qualifying child?

L] Yes. Continue } [ ] No. Skip question 3; go to
Step 4, question 2.

3. Does the child meet the conditions to be a qualifying child
of any other person (other than your spouse if filing a joint
return) for 20027

[ ] Yes. See Qualifying
Child of More Than
One Person on
page 44.

[ ] No. This child is your
qualifying child. The child
must have a social security
number as defined on page
44 unless the child was
born and died in 2002.
Skip Step 4,; go to Step 5
on page 43.

Filers Without a Qualifying Child

1. Look at the qualifying child conditions in Step 3. Could
you, or your spouse if filing a joint return, be a qualifying
child of another person in 2002?

[ Yes.

You cannot take the
credit. Put “No” to
the left of the entry
space for line 41.

(] No. Continue‘

2. Can you, or your spouse if filing a joint return, be claimed
as a dependent on someone else’s 2002 tax return?

L] Yes.

You cannot take
the credit.

[ ] No. Continue}

3. Were you, or your spouse if filing a joint return, at least age
25 but under age 65 at the end of 2002?

[ Yes. Continue} L] No.

You cannot take the credit.
Put “No” to the left of the
entry space for line 41.

4. Was your home, and your spouse’s if filing a joint return, in
the United States for more than half of 2002? Members of
the military stationed outside the United States, see page 44

before you answer.
I No.

You cannot take the credit.
Put “No” to the left of the
entry space for line 41.

L] Yes. Go 1o Step 5
on page 43.

(Continued on page 41)

Need more information or forms? See page 9.

42 -
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Complete this worksheet
Exhibit 5

Eligibil